





THE 
INTERNAL 
AUDITOR 








A PERIODICAL OF 
THE INSTITUTE OF INTERNAL AUDITORS 














ELEVENTH ANNUAL CONFERENCE 
ST. LOUIS, OCT. 19, 20, and 21, 1952 
THE CHASE HOTEL 











September 1952 























TRAINING 
YOU CAN 







LA 


WITH 


@ When you are asked to recommend an 
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ground of the International Accountants 
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dence. The five men composing our Execu- 
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sible for IAS educational policies and activ- 
ities. The sixteen Certified Public Account- 
ants composing the IAS Faculty prepare 
text material, give consultation service, or 
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safle 


time, others part time, to [AS work. Our 
Advisory Board consists of forty outstand- 
ing Certified Public Accountants, business 
executives, attorneys, and educators, who 
counsel with the [AS Management, on 
request, about technical accounting, edu- 
cational, and business matters. 

The uniformly high caliber of these men 


is eloquent testimony to the quality of 
IAS training. 
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Conference Theme 


EDUCATION AND SERVICE TO MANAGEMENT 


The only sound foundation for adequate internal auditing activi- 
ties is the fund of principles, practices, and techniques built up by the 
profession, during the past decade, under the leadership and guidance 
of Tue INstrrute or INTERNAL Auprrors. The proper dissemination 
of this information is a serious responsibility which Tue INnstrruTe dis 
charges primarily through its educational activities. 


Service to management is the ultimate goal of modern internal 
auditing and the advancement of the education of the internal auditor 
is one of the prerequisites for obtaining this goal. 


The tentative program is outlined below: 
PROGRAM 


Sunday, October 19, 1952 
2:00 P.M.—Institute Chapter Activities Meeting (Three Groups) 
Large Chapters—Presiding: K. J. McBride 
Medium Chapters—Presiding: R. E. Noonan 
Small Chapters---Presiding: H. D. Woodcock 


4:00 P.M.—Address of Welcome: H. C. M. Cobb, President 
Annual Business Meeting 
Election of Officers 


Remarks by President-elect 


5:30 P.M.—Reception for all members 





Monday, October 20, 1952 
9:00 A.M.—Technical Session 


Address: “On-the-Job Training of the Internal Auditor” 
By—William R. Davies, U. S. Steel Corp. of Dela- 
ware, Pittsburgh, Pa. 


Address: “The Role of the College In Educating the 
Internal Auditor” 
By—Professor Russell H. Hassler, 


Harvard University, Boston, Mass. 


Address: “Report on Principles and Practices” 


By—Frank B. Nicholson, Comptroller, Metropolitan 
Sand and Gravel Corp., Port Washington, N. Y. 


12:15 P.M.—Luncheon—Joseph Holland, Pevely Dairy, St. Louis. Mo. 


2:30 P.M.—Industrial Meetings (Ten group meetings) 
1. Automobile—Aircraft 
2. Banking—Trust Companies 
3. Chain—Department Stores 
4. Chemicals—Pharmaceuticals 
5. Food—Beverages 
6. Machinery and Equipment 
7. Insurance 
8. Mining—Metals 
9. Petroleum 


10. Public Utilities 


7:00 P.M.—Entertainment and Banquet 


An evening of music, entertainment, and dancing is 
planned. There will be no formal speeches. 


Tuesday, October 21, 1952 
9:00 A.M.—Functional Meetings (Eight group meetings) 
1. Control of Payroll 


2. Control of Materials and Supplies 





Auditing of Cost and Overhead Allocations 
Control of Procurement 
Control of Branch Offices 


Dn Pw 


Control of Foreign Operations 
7. Audit of Construction Contracts 


8. Governmental Contracts and Renegotiation 


12:15 P.M.—Luncheon—Roland Behrens, Vice President, St. Louis 
Union Trust Company, St. Louis, Mo. 


2:30 P.M.—Technical Session 
Address: “Progress of the Internal Auditor in Govern- 
ment Accounting” 


By—Walter F. Frese, General Accounting Office, 
Washington, D. C. 


Address: “The Future of the Internal Auditor” 


By—A. J. E. Child, Canada Packers, Ltd., Toronto, 
Ontario, Canada 


Address: “Management Appraisal of the Internal 
Auditor” 


By—Daniel M. Sheehan, Vice President and Comp- 
troller, Monsanto Chemical Company, St. Louis, Mo. 


4:45 P.M.—Closing Ceremonies 


President-Elect, THe Instirure or INTERNAL AUDITORS 


REGISTRATION AND HOTEL ARRANGEMENTS 


A single registration fee, nominal in amount, will be charged and 
will admit you to all conference functions. Full registration and hotel 
information will be distributed by mail. 


EXHIBITS 


There will be the usual exhibits of office machinery and equipment 
to stimulate and satisfy your interest in efficiency and economy in the 
modernization of your business. The leading manufacturers will be 
represented. 


GENERAL 


Your hosts, the St. Louis Chapter, are doing everything possible 
to make this conference enjoyable and informative. 
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‘sialionals save us their cost every 9 months!” 


— THE RYAN AERONAUTICAL CO., SAN DIEGO, CALIFORNIA 


“Our Class 31 National Accounting Machines cost 
$18,000 and saved $24,000 the first year. This saving 
pays for the machines every 9 months, which will give us 
about 133% annual return on our investment. They 
handle our accounts receivable, accounts payable, check 
writing, and cost applications. 

“We have every reason to be most enthusiastic about 
National’s solution to our accounting problems.” 


Kaede | Par 


President 


In businesses of all sizes, Nationals 
soon pay for themselves out of what 
they save. Their exclusive combination 
of time-and-money-saving features 
often results in % of the accounting 
work being done automatically. 
Phone the nearest National office 
today. A trained systems analyst will 
show what YOU can save with 
Nationals adapted to your needs. 
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THE PRESIDENT’S PAGE 


VERYWHERE I go, I am proud and pleased to see the progress of 

internal auditing. The importance attributed by business to this 
service and the people who work in it are evidence indeed of the progress 
that has been made. 

The formation of chapters throughout the world is, also, proof of 
the need for this kind of service in international business. Auditors 
everywhere are demonstrating their part in management control and 
their interest in furthering good internal control in business. As yet, 
however, this activity has been restricted to medium and large-sized 
businesses. The need for good control is, however, just as important in 
a small-sized business; and many of our members have given serious 
thought to the problem of how internal auditors can contribute in help- 
ing this large segment of the business economy. I hope, as time goes by, 
serious thought will be given by all internal auditors to this problem 
and that studies will be made to determine the best way of approaching 
and solving it. In the meantime, I believe much can be done in taking 
part in our own business communities in an endeavor to teach internal 
control and to help business of all sizes understand its importance. 


The interest shown by the government in the field of internal con- 
trol is growing; and, I hope Tue Instirurte can be of assistance in pro- 
moting better internal control at federal, state and municipal levels. 

These are some of the things that will contribute to the future 
stature and position of the internal auditor in the eyes of the world. 
Much remains to be done. But, let us never forget that however much we 
we may expand our activities, we will be known best by what we accom- 
plish. The way we do our everyday jobs will in the end be the true 
measure of our accomplishments; our rendering of better service to 
our own managements will provide our profession with the opportunity 
to broaden our field and our services throughout the business world. 


—Hers Coss. 








COMMUNICATIONS AND INTERNAL 
CONTROL* 


By M. B. T. DAVIES 
Accounting Manager, Deep Rock Oil Corporation 


The relationship between internal auditing and control in business 
has been discussed frequently in these pages. These discussions have 
served to illustrate how many internal auditing activities contribute to 
maintaining good control. 


In pointing out the essentiality of good communications to executive 
control, the present author indicates the importance of internal auditing 
both as a channel of communication and as a means of keeping other 
channels open. 


1. THE ROLE OF COMMUNICATIONS IN BUSINESS 


NCE a business expands beyond the size where there are more than 

a handful of employees, it is beset wtih two important problems 
communications and internal control. They are very closely related. 
Perhaps a more effective conquest of these problems can be achieved 
if they are regarded as essentially one. 

The art of communications in business is one of keeping the maxi 
mum number of affected members of the organization informed so that 
objectives can be attained with the greatest amount of speed and the 
least amount of confusion. The larger or more complex a business be 
comes, the more difficult it is to establish smooth communications. 


2. INTERNAL CONTROL 


Internal control is that system which exists in a business to foster 
the delegation of executive responsibility. It is sometimes called execu- 
tive control or management control. When accountants talk of internal 
control they refer, more often than not, to internal check. This feature, 
although a very important one, is protective rather than creative. It 
represents the distribution of duties in such a manner as to reduce the 
risk of error and fraud to a minimum. It relies on checks and counter 
checks, both operational and accounting. 


*Paper presented at the Fifth Annual Accounting Conference, Agricultural and 
Mechanical College of Texas, April, 1952 
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Executive control, on the other hand, is a creative, rather than 
protective, device. It is a mechanism whereby each business operation 
is divided into five different phases: 

(1) Creation of a policy or objective; 

(2) Formulation of plans to achieve the objective; 

(3) Allotment of responsibilities; 

(4) Establishment of standards of performance; 


(5) Appraisal of achievements compared with standards. 


Every business operation requires each of these activities. They are 
normally considered consciously. Where that is not the case, one or 
more of them may be taken into account subconsciously. But they are 
always there—each one of the five. 


3. THE DEPENDENCE OF CONTROL ON COMMUNICATIONS 


Let us look for a moment at the amoeba of the business world— 
the one-man entrepreneur, operating on his own, and without any 
employees. Inspired with the profit-earning instinct, he first determines 
his objective—to buy and sell at a profit. He then forms his plans. He 
will buy his articles at a determined price from a selected source and 
will sell them at another price to a specific group of customers. His 
plans will include financing, promotion, transportation and all the other 
aids to any business operation. He has no responsibilities to allot, for 
they are all his. He fixes his standards of performance in determining 
how much profit he should make and how long it will take to earn it. 
His ground laid, he performs his transactions and then reviews his re- 
sults against expectations. From this review he decides whether he 
should repeat the operation exactly as it was done before or whether, 
by making some changes, he can better his performance. 


It has all been very simple. One man did the entire job. On him 
alone was the responsibility for success or failure. And to him alone 
fell the rewards. But just as soon as he takes in one helper, be he em- 
ployee or partner, that helper has to be instructed to play his part to 
the maximum benefit of the whole operation. And. as the business grows, 
there are more and more helpers. The division of labor, the exacting 


MR. DAVIES is Accounting Manager of the Deep Rock Oil Corporation, Tulsa, 
Oklahoma. Prior to his present affiliation, which company he joined in 1949, as audit- 
ing manager, Mr. Davies was engaged in the practice of public accounting. During 
World War II, Mr. Davies served with the Combined Chiefs of Staff in Washington. 
D.C. as a military statistician. 


Mr. Davies is a member of the Institute of Chartered Accountants of England 
and Wales, the American Institute of Accountants, and Tue Instrrute or INTERNA! 
Auprrors. He is currently serving Tue Instrrute as president of its Tulsa Chapter 
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demands of geography, the incalculable differences in human reactions, 
the intricacies of the law of the land — all go to build up an organiza- 
tion in which each man must play his respective part, but each a rela- 
tively small part toward earning the business a continuing profit. And, 
if these many persons are to act as a cohesive team, there must be 
some one or more of them calling the plays — and calling them in 
unison. These messages must be given with authority and understood 
and acted upon by those who receive them. More important still, the 
messages must pass in many directions—from the brain center to the 
limbs and from the limbs back to the brain center—speedily, accurately, 
effectively. In a large business organization this is a difficult task. 


For every breakdown in communications there must correspond 
ingly be a weakening in the system of executive control. If these break- 
downs are sufficiently frequent the whole organization will either run 
crazily out of control or come to a complete slowdown. No effective 
system of internal control, therefore, can function without an effective 
system of communications. 


4. ELEMENTS 

Before we examine further the relationship between communica 
tions and the elements of control, let us review the basic problems in 
communications. 


Who should know the facts? This is our first consideration. The 
more people that have to be told the more difficult communication be 
comes. Yet, unless everybody is informed who needs to be, how can he 
perform his functions intelligently? 


What should be told? Essentially nobody need know more than is 
needed to do his task, yet he must have some background information 
to see how his task falls into the general operational plan. There must 
first be a conscious analysis of essential information so that each person 
is told what he needs for his own duties without being swamped with 
unrelated information. 


When should they be told? Premature information can cause con 
fusion. Late information can prevent the job being done on time. 


How should they be told? Should it be an individual conversation, 
a conference, a circular letter, a telephone call? How should it be worded 
for most effective transferral of the intended thoughts? 


Where should they be told? Is long-distance communication effec- 
tive for the task or is face-to-face the better method? And, if it is, should 
it be done near the place of action or elsewhere? 
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Why should they be told? Do they really need to know all the 
facts? Could they not get along with less? Will the information result in 
better performance? 


Though these points may seem elementary, each has to be consid- 
ered in building up a satisfactory flow of communications. 


5. POLICIES AND OBJECTIVES 

The creation of policies and objectives is not the prerogative only 
of the directors. Decisions are required at all levels of management, from 
the board of directors to the foreman and sometimes even to the indi 
vidual working level. As the execution of each policy passes down to a 
lower level of management, new objectives are set to meet the humbler 
requirements of the job on hand. The essential feature, though, is com 
munication of purpose. If this be misunderstood at any point in the line 
of communications, the ultimate performance may be faulty however 
sound was the original objective. 


A feature that often receives too little attention in the flow of 
policy communications is the passing of information as to the reason 
why. A decision is frequently made after considering several alterna 
tives. The reason why the particular alternative has been selected may 
not be “passed down the line”. As a result, lower levels of management, 
or the working levels, may consider the action ill-advised, principally 
because, with the limited information at their disposal, they would have 
taken a different course. Let this happen and there will be a lack of con 
fidence in the management's wisdom or integrity. And this can lead to 
a breakdown in working discipline or to failure of the operation at hand. 


6. PLANS AND PROCEDURES 


After an objective has been established, ways and means have to be 
determined to put it into effect. These ways and means are generally 
determined at lower management levels, mainly because they involve 
technicalities which would consume time uneconomically if dealt with 
by the policy-forming group. And, as these plans are developed, a three- 
way communication requirement comes into play. First, they must be 
passed “down the line” to those responsible for putting them into effect. 
Then they must be passed “sideways” to advise other units in the organ- 
ization so that they can plan accordingly. (An example of this would be 
a manufacturing vice-president advising a controller of his manufactur- 
ing plans so that the controller could devise an accounting plan.) Third- 
ly, the message must be passed “upwards” so that the higher levels of 
management can be assured that their intentions are being properly 
interpreted in the form of executive action. 
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To insure the best plans, those who devise them must define their 
objectives in stating their plans. Not only does this enable the work to 
be carried out more intelligently, but it better enables those who receive 
the instructions to exercise their initiative if the instructions are inade- 
quate or circumstances prevent the plans from being carried out to the 
letter. 


7. ORGANIZATION OF RESPONSIBILITIES 


No job can be done without work. Work involves somebody being 
assigned the responsibility for getting something done. And this some- 
body may be anybody from the president to the janitor. We have al 
ready considered the formulation of policies (or objectives) and plans 
(or procedures). Now somebody must be told to do the job. The assign- 
ment of responsibilities may be specific or general. Businesses are struc- 
turally organized for the allotment of general responsibilities. The con- 
troller, for example, has the general responsibility for accounting mat- 
ters. As lower levels of management are reached, so the responsibilities 
become more limited. For example, subordinate to the controller there 
will be persons working on statistical analysis, preparation of tax returns 
and writing up ledgers. To each of these must be spelled out his responsi 
bilities. 

In an organization of any size a formal chart of organization is 
desirable. But it is not enough in itself. It has to be supplemented with 
additional delegations, sometimes in writing and at other times by word 
of mouth. Responsibilities can never be delegated, they can only be 
shared. On the other hand, authority to perform these shared responsibil 
ities can and must be delegated. 


The organization of responsibilities is closely allied with good com 
munications. Each individual must be made fully aware of his responsi 
bilities and authorities, and those who are indirectly affected must be 
made aware of the authorities of persons collaterally concerned. 


We all know the results of bad communications in this respect: 
people doing other people’s work; delays because work has been wrongly 
directed; duplication of effort; confusion because two people have taken 
action on the same assignment, often with different results; everything, 
in fact, that is calculated to send a smoothly running organization off 
the rails. 


8. STANDARDS OF PERFORMANCE 


The efficient conduct of any operation, whether on a large or small 
scale, must be determined by comparison of results with expectations. 
In business operations this comparison is generally measurable in terms 
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of money or other numbers, and, for this reason, the accountant is at 
all times intimately concerned. 


In the first place, the accountant will assist in assessing expected 
results. In so doing he must be armed with the essential information 
relating to past performance and all possible facts relating to future 
operations. He will interpret past results in the light of operating condi- 
tions. And these conditions will seldom be wholly reflected in the books. 
It will require a careful study with the people who are responsible for 
the operations. He will find out to what extent those circumstances are 
likely to persist and what changes can be expected. Many factors will 
enter into this: weather conditions; economic trends; condition of plant 
and equipment; extensions of or reductions to plant facilities; local or 
nation-wide competition; and countless other factors. 


In assisting in setting up standards, the accountant may often be 
able to bring out facts, indicated by a correlation between conditions 
and results, which can guide the top executives toward more profitable 
operations in the future. 


When standards of performance are determined, it is usual to estab 
lish formal forecasts or budgets. The timing of these plays an important 
part in their effectiveness. The more time that is allowed for their pre 
paration and publication, the more accurately can they be compiled and 
the more effectively can their message be conveyed to those whose 
standards are being set. 


Too frequently standards of performance are communicated in the 
form of tabulated figures only. While written standards are normally 
necessary they should be so written as to explain themselves to the sales- 
man, plant foreman or research chemist—and not merely to the cost 
or budget accountant. Moreover. written standards should be backed up 
by oral explanation. Particularly in this area is the conference method 
suitable, and the use of charts and other visual aids will generally help 
to send across the desired message. 


9. APPRAISAL OF RESULTS 


What we have so far considered are all those actions which come 
before the actual performance of the job. Now we have to consider the 
functions of communications and control once the job is done. Essen 
tially we need to answer the following questions: How did we do? Will 
it pay us to do it again? How can we improve it? 

To determine how we have done requires that we compare the 
results with the standards. Speed is essential here. If a job is unprofit 
able and it takes a year to find it out, the loss incurred would probably 








Communications and Internal Control 17 


be about fifty times as great as if we found it out in a week. While 
regular comparisons, at stated intervals, are needed for the normal run 
of operations, special consideration must always be given to new or 
modified undertakings. 


The comparison of results with standards is not a pure accounting 
function, although it basically involves the study of numbers. The chem- 
ist, engineer, sales executive or economist may be far better able to 
assess the results having once acquired the raw facts from the account- 
ant. Determination as to who should take part in the appraisal should 
therefore be made well in advance as a matter of good communications 
and planning. 


Since all business operations are essentially to make profits, appro- 
priate action must be taken if the appraisal shows the operation to be 
unprofitable. There are, of course, many factors which might lead to 
acceptance of an unprofitable venture. The full facts must always be 
considered, whether profit or loss is shown, to determine how the results 
can be improved. Very often the greatest fortune lies hidden in an 
already lucrative operation that can be further improved, rather than 
in a marginal operation which, for good business reasons, must be con- 
tinued at little or no profit. 


The appraisal of results is an occupation which will always con- 
cern the internal auditor, yet it is one where he alone can seldom work 
unaided. It is one where he must act in conjunction with technicians 
in other fields. It is one where he must report his findings speedily and 
informatively, as a businessman rather than than as accountant, to those 
persons in the organization who most need to know the results and are 
best able to take appropriate executive action. 


10. CONCLUSION 


The concept of internal control is one that business has lived with 
for many years. Essentially internal control implies the formulation of 
sound operating policies and the assurance that these policies are prop- 
erly put into effect and followed. Accounting plays a part in internal 
control, but by no means the only, nor the most important, part. 


The art of good business communications is one that has received 
due acceptance and recognition only in recent years. However, it is just 
as essential to the performance of sound business operations as executive 
control. While it does not perform the same function as control, it is 
inextricably related. 


We cannot have good control without good communications. 
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Cost accountants’ work keeps them in close touch with many of 
the day-to-day operations of their companies. Records for cost of mater- 
ials, for example, frequently involve obtaining information from and 
furnishing information to the general accounting, cost accounting, pur- 
chasing, production planning, manufacturing and sales departments. 
Furthermore, cost accounting is more and more emphasizing reports to 
measure the efficiency and cost-saving possibilities of factory operations. 

In their task of helping the managers of the various divisions, de- 
partments and sections control and improve their operations, internal 
auditors find cost accounting one of their best tools. To be effective, how- 
ever, they must first learn to know the tool and the people who operate 
it, they must see that it is kept sharp, and they must use it to dig below 
the surface and uncover the mine of information which the operating 
managers can use. 


WHAT CONTRIBUTION DOES ACCOUNTING MAKE TO MANAGEMENT? 


N today’s large corporations we find general accountants, cost 
accountants, methods accountants, chartered accountants, works 
ccountants, internal auditors, comptrollers, payroll accountants, and 
of course we still have a few plain bookkeepers. Perhaps we should sit 
back occasionally and discuss the possible reactions of top management 
as it views this amazing array of talent and its cost. 

Can we sincerely feel that it is a considerable aid to management 
to be told that the accounts receivable ledger is in balance each month? 
Or that the perpetual inventory records are in balance with the control- 
ling account and that test counts have verified the accuracy of these 
records? Perhaps management knows from other sources that the factory 
is hamstrung for lack of certain materials because of the absence of 
proper planning in procurement policies. One could cite numerous 


*Paper delivered at a joint meeting of the Montreal Chapter of Tur Instrrure and 
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examples of phases of accounting which do not in themselves contribute 
one iota to the determination of management’s policies. 


These phases comprise mainly what we may term the financial 
control aspect of accounting—those devices which ensure accuracy 
in the records and provide accounting control over the financial trans- 
actions of the organization. I do not underrate their value, and they are 
essential in any proper accounting system. The error we sometimes fall 
into is in regarding them as an end in themselves. It is somewhat as if 
we have built a machine—the gearing may be perfect, there is absolute 
synchronization of the various moving parts of the machine, lubrication 
devices are entirely successful, and trained help is available to operate 
the machine. What do we produce? Once a month the equivalent of one 
yard of paper containing a grouping of statistical information of such 
value to management that it looks at one figure only, then dutifully 
files the yard of product in a cabinet along with other similar yards of 
product of similar design which have been received in previous months. 


This is not good enough. Our machine must turn out products 
which have more sales value, more value in use, and we must produce 
them as frequently as is needed, and as promptly as they are required. 
We must not get so wrapped up in the mechanics of our machine that 
we lose sight of the fact that our purpose should be to turn out a product 
which is of use, is packaged in a form which is saleable and which will 
make a contribution to the profits earned by the organization. 


Let us then recognize that the financial control aspects of account- 
ing are largely routine in nature. They involve a considerable degree of 
repetition in their performance and merit attention from the point of 
view of methods so that they may be carried out as economically as pos 
sible and with due precision. Having established financial accounting 
control and having assured ourselves of its maintenance, we should then 
consider the information which may be derived from the system and 
which will be a positive aid to management in the efficient operation of 
the affairs of the organization. 


ARE COST ACCOUNTANTS SUBJECT TO THESE SHORTCOMINGS? 


Perhaps the nature of cost accountants’ work is such as to keep 
them in closer contact with the production activities of the organization 
and so avoid the shortcomings referred to. But let us consider a little 
more closely. Do those monthly cost reports get the study you consider 
they merit? Are they timely? Are they in such a form that factory 
supervisors really use them? How can we find out if they are effective 
reports? Let me suggest one way. Ask yourself how many times the head 
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of the production department comes into your office to discuss problems 
of his which have bearing on cost. If he does not come to you, I believe 
that there is something lacking which merits your attention, some cause 
for introspection on your part. 


ARE INTERNAL AUDITORS CONCERNED WITH FINANCIAL 
CONTROL ASPECTS OF ACCOUNTING? 


You may say that the whole job of the internal auditor is largely 
concerned with the examination of internal control and verifying that 
control features of accounting are being properly maintained. I sug- 
gest that such a view of internal auditing is incomplete. Let us consider 
the audit procedures in relation to material costs. If the internal auditor 
is satisfied to limit his audit to the verification that proper procedures 
exist relating to the receipt of goods, authority for purchase, mathe- 
matical accuracy of invoices, adequate accounting classification of in- 
voices, and properly authorized withdrawals from stores, then he is 
solely concerned with accounting control. But consider some of the other 
aspects of accounting for materials. Do purchase records provide inform- 
ation for the proper planning of procurement through the setting of 
maximum and minimum quantities to be carried? Are the procurement 
procedures co-ordinated with production planning so that materials are 
available at the time and in the quantity they are needed? Alternatively, 
is production planning so lacking or so hit and miss that proper procure- 
ment and stores procedures cannot function efficiently? Are the reports 
on the usage of materials significant in directing attention to the misuse 
or uneconomical use of materials after they have left stores, and are the 
reports timed to be issued at such intervals and within such time limits 
as to make them pratical tools in the hands of plant supervisors? Where 
the activities of the organization include merchandising of other com- 
pany’s productions, is there proper co-ordination, through the records, 
of the purchasing procedures with the selling procedures? 


Consider the phases of the company’s activities which have been 
touched on in the avenues along which the internal auditor may have 
travelled—general accounting. cost accounting. purchasing. production 
planning, production, selling. The properly developed critical faculties 
of the internal auditor applied to the opportunities available to him to 
observe procedures indirectly concerning accounting can be used to 
point up situations to management, the solution of which are as vitally 


MR. BISHOP is a partner of the firm, P. S. Ross & Sons, Chartered Accountants 
and is in charge of its Costs and Methods Department. He was admitted to membership 
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important as the strictly accounting problems. It is obvious that in order 
to point up such situations the internal auditor must first recognize the 
enlarged scope of his examination, secondly, be able to recognize what 
action is needed, thirdly, be competent to analyze the situation sufficient- 
ly to indicate in which avenues corrective action is needed, and, lastly, 
at least in broad outline to be able to suggest the possible solutions to 
the problems. 


OPERATIONAL REPORTING BY COST ACCOUNTANTS 
Let us consider the field of cost accounting a little more closely. 
More and more emphasis is being laid today, and rightly so, on what 
may be termed the operational reporting side of cost accounting—those 
aspects which deal with efficiency of operation. productivity of labor, 
utilization of facilities and materials. measurement of overhead costs in 
relation to standards and budgets. etc. A complete cost system integrates 
the information derived from the operational reporting into the whole 
system to evolve cost accounting control which in turn is integrated 
with the general accounts of the organization. Let me exemplify by 
referring to labor costs. A daily report on labor efficiency may form the 
basis— 
for the calculation of the weekly pay. 
for the calculation of standard and actual labor costs to be incor 
porated in the monthly cost report, 
the same costs used as the basis for the charge to work-in-process 
inventory control, 
and finally, used in the compilation of product costs for the costing 
of finished products, 
which costing is also used for the guidance of management in its 
selling policies. 


Out of this information we may derive 


1. A daily report of productivity of labor expressing operator 
efficiency. 


\) 


A weekly summarized report of productivity of labor and 

machines. 

3. A weekly payroll. 

4. A monthly cost report reflecting productivity of labor expressed 
in dollars and cents. 

5. A reporting of production in terms of units and/or value, which 

may be reconciled with reported completed production. 


6. A predetermined labor cost of products which is the basis of 
valuing inventories and costing sales. 
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DIG BELOW THE SURFACE 

If the internal audit programme is geared only to a test check of 
the weekly payroll through additions and extensions, check of hourly 
rates, approvals, etc., then only one segment of the uses of the basic 
information is being checked. Moreover, the auditor is probably spend- 
ing considerable time on checking which could be eliminated if he is 
satisfied that the reporting of production for pay purposes is verified 
through a reconciliation with the finally reported production. A greater 
amount of attention may be directed to the operational reporting rather 
than the routine checking of the payroll if the control features inherent 
in the cost system are properly understood. Rather than being satisfied 
with merely checking the bona fides of the payments made to employees 
I would suggest that the internal auditor could usefully spend more 
time in examining those reports which purport to measure the value 
which the organization has derived from the uses of labor. 


I would suggest, therefore, that internal auditors would be well 
advised to dig below the surface rather than being satisfied with routine 
checking. To dig below the surface will require more knowledge of what 
is to be expected underground, and the internal auditor must be yeason 
ably well acquainted with the aims of the cost system and with the 
principles on which cost reports are based. To do their job for manage- 
ment effectively. internal auditors must not take the attitude of leaving 
cost reporting entirely to the cost accountant. The latter’s procedures. 
methods and reports require as much examination as do those of the 
general or financial accountant. 

COOPERATION WITH COST ACCOUNTANTS 

The modern accounting organization separates the functions of 
accounting into several groups among which cost accounting is usually 
separated from the others. Internal auditing is. of course. a section apart 
from all accounting sections. It is obvious that in order to accomplish 
effectively the aims of an organization, work in the various sections 
must be co-ordinated. I could give some high-sounding definition of 
co-ordination but essentially co-ordination requires co-operation and 
co-operation is a personal function. Co-operation involves the sinking 
of personal prejudices for the good of the whole. It transcends the barriers 
which can so easily arise when activities are sectionalized. You cannot 
criticize the cost department without criticizing the men in that depart- 
ment. Do we frequently hear some member of the cost department refer 
to the internal audit department in highly derogatory terms. suggesting 
that the internal audit department knows nothing about costing? Do we 
sometimes hear the internal auditors referring to the cost department 
as being utterly void of common sense? Does this sort of cross play 
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engender co-operation? The only time and place to say such things is, 
in my view, face to face and then in the tone of voice which clearly 
indicates to the listener that you do not mean it. The Biblical admonition 
referring to “removing the beam from thine own eyes” should perhaps 
have a place among the mottoes which adorn our offices equal to that 
of the shorter admonition to think. If co-operation is to be attained, those 
in supervisory positions must refrain from careless criticism of other 
sections and must by example and precept forbid it by their assistants 
The tendency to develop departmental barriers in a business organiza- 
tion is creating a growing problem for top management. The sooner 
department heads realize that there is a common purpose in the organ- 
ization which transcends in importance the individual purposes of the 
several parts, the sooner will the organization be able to function 
effectively. 
SUMMARY 
Let me restate some of the main conclusions I feel are important 
1. Accounting must justify itself to management on grounds other 
than those of mere accounting control. Both internal auditors 
and cost accountants should critically examine their work to sat 
isfy themselves that management is deriving benefits therefrom 
commensurate with the cost of the work performed. 


to 


Accounting is only one section of the company’s organization. 

Since every activity of the organization directly or indirectly 

affects revenues or costs, both of which find their way into the 

accounts, there is no clear line where internal auditing ceases 
to function. 

3. Accounting is a service segment of the organization and must 
produce information which is to be useful to management in 
the day-to-day operation of the business. 

4. The internal auditor, to be effective, must have a reasonable 
grasp of the principles and practices of the cost accounting 
system. 

5. The internal auditor must not be satisfied with a surface audit: 
he must examine procedures and reports in the light of their 
uses in aiding management as well as their uses for accounting 
control purposes. 

6. Co-ordination between the internal audit section and the cost 
accounting section involves co-operation between these sections. 
and this in turn involves the maintaining of proper personal 
relationships between the individuals in each group based on 
the premise that there is a common purpose and aim in the 
company organization. 








EDUCATION FOR A CAREER IN 
INTERNAL AUDITING’ 


By B. C. LEMKE 
Professor of Accounting, Michigan State College 





This article touches upon a controversial subject—the educational 
background of the internal auditor. There are those individuals who 
argue for a heavy concentration in accounting. Prof. Lemke belongs to 
the group that recommends a liberal arts background before undertak 
ing a specialized program in accounting. Although practices vary, in- 
ternal auditors frequently come from the industrial accounting group 
of their companies and go on to executive positions. This is one of the 
reasons a liberal arts background might well be regarded essential for 
a well-rounded individual. 


like to compare the successive stages of development which an indi 

vidual goes through to process cost accounting where, as you know, 
we see basic raw material enter and leave several distinct production 
departments, each department modifying the raw material in some 
important respect. Typically, a person who expects to make some phase 
of business his career today, goes through various departments: he 
enters grade school, completes high school, and attends a college or uni- 
versity, ultimately graduating with a bachelor’s degree. 


What a college or university regards as its finished product, you in 
industry regard as raw material. It is interesting to work this idea 
backward and forward a bit. After colleges have finished the product 
which you accept as raw material you, in turn, produce a finished 
product in the form of well-trained internal auditors, who, surprisingly 
enough (if you look over the roster of THe INstirute or INTERNAL 
AvupiTors), apparently are the raw material of the executive branch of 
management, usually comptrollership. Moving backward a bit, the col- 
leges and universities get their raw material from the finished product 
of the high schools and preparatory schools. 


I would like to stop at this stage and discuss the raw material 
which enters colleges and universities. I think you will agree that the 


*The opinions expressed in this paper are my own. The Committee on Cooperation 
with Tue Instirute or Internat Aupitors of the American Accounting Associa 
tion has not included this subject on its agenda. Paper presented at the Detroit Mid- 
West Regional Conference of Tue INst1rTuTe. 
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quality of the raw material has a decided effect on the quality of the 
finished product, within reason. You may also agree with me that there 
is a rather wide and fundamental variation in the capacities, capabili- 
ties, intelligence, and abilities of individuals. I am not prepared to 
discuss why this is so. My only point is that it seems to be a reasonably 
exact observation of existing facts. This considerable variation among 
individuals is something four years in college has not been able to equal- 
ize. We still give grades of A’s, B’s, C’s and D’s, with a sprinkling 
of F’s, in the senior year. 

Just as basic raw materials can be utilized in many different ways 
in production, I feel that a bright young high school student can also 
use his talents in many different ways. He has a great many career 
possibilities open to him. I am of the opinion that the genius who can 
only succeed in a highly specialized and narrow field is a rarity. 

Our bright young high school graduate is likely to succeed in any 
field which he sincerely and carefully selected. 


My question is: How does he make his selection? 


The answer is in keeping with the best traditions of business 
Somebody “sells” him. 


Somebody or some things along the line have consciously or uncon 
sciously influenced him. It may be something he has read, a successful 
individual he admires, a relative he idolizes, a person in whom he has 
considerable confidence, or some of the various career helps and guides. 


Accounting, I am afraid, is not a very well publicized profession 
at the level where adolescents make career selections. Accountants, for 
example, are given rather shabby treatment in literature in more ways 
than one. If a high school student goes on plant tours or observes busi 
ness in its various aspects. he sees the sales department, the production 
department, perhaps the personnel department and the executive depart 
ment; usually he sees everything but the accounting department, appar- 
ently because accounting is not glamorous, dynamic. or action-packed 


In times of relative scarcities in various occupations and profes- 
sions, as today, a considerable amount of fundamental advertising takes 
place: it is known that medicine is a good profession, that engineers are 
scarce, and that chemists earn a lot of money. These facts can be easily 
picked up from various sources. 


Unless accounting does something to publicize itself (and I am not 
prepared to give you the answer) it is likely to find that the very cap 
able high school student is going to be attracted more and more to other 
fields. The long-range implications may be a realignment of business 
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management to minimize the importance of accountants through, for 
example, a reluctance to consider it desirable or necessary for the 
accountant to interpret his work or to advise management in its financial 
operations. 

Such a change over time would be of singular significance to in 
ternal auditing. Internal auditors, in a sense, have graduated from the 
accounting department of the business enterprises to levels of greater 
responsibility. In order to maintain and to further enhance the prestige 
of internal auditing high grade students must enter colleges and uni 
versities in significant numbers for the purpose of majoring in account 
ing. 

Assuming that we have a college freshman who wishes to major in 
accounting, it is reasonable to inquire about his employment objectives. 
Two segregations are possible: public accounting and private account 
ing. 

Public accounting is reasonably well standardized. The opinion 
which the certified public accountant prepares for his client serves as 
a means of focusing all activities toward a common goal or objective. 
The American Institute of Accountants, the various state societies of 
certified public accountants, and various governmental regulatory 
bodies, have as one of their expressed or apparent objectives a greater 
degree of standardization by striving for agreement on what are gen 
eral accepted accounting principles and good auditing standards. The 
examination for the right to be known as a certified public accountant, 
broadly considered, is also fairly standardized. 


Private accounting, on the other hand (which might as well include 
governmental accounting), does not have the strong central rallying 
point of the certified public accountant’s certificate or opinion. Private 
accounting includes many different types of job opportunities which 
may, however. be roughly grouped into two classes: general accounting 
and cost accounting. 


Both general and cost accounting activities are reviewed by the 
public accountant, so there need be no significant difference in the 
preparation for all accounting activities (with the possible exception of 
governmental accounting) and it should be possible to settle on a basic 
accounting education. 


MR. LEMKE is a Professor of Accounting at Michigan State College. He is a 
Ph.D (University of Minnesota) and a C.P.A. (Iowa). 
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If the only purpose of an education is to obtain proficiency in 
accounting in a narrow sense, it may well be that a college education 
is wasteful of human resources: it should be possible to obtain account- 
ing proficiency alone in much less time than four years! 


The answer, of course, is that the college trained accountant is 
expected to be more than an individual proficient only in accounting 
principles and practices. I am certain that almost every prospective 
employer of college youth hopes that he is about to employ a person 
who can develop beyond the scope of the immediate job to positions of 
real executive responsibility. 


If an education obtained in college is to be more than accounting, 
what should it contain? 


Undoubtedly you have opinions of your own which are as definite 
as mine. 


My first observation, as a practical answer to the question, is that 
it is undesirable to confer a degree for the first four years of college 
or university work other than the bachelor of arts, simply because I feel 
that a liberal arts background is absolutely essential for the well-rounded 
individual living in this day and age. Subjects like history, religion. 
philosophy, psychology, literature. sociology, mathematics, logic, and 
others are helpful and even necessary for a person to understand the 
world he lives in. to adjust himself to circumstances. to understand 
his fellow man, and to be able to associate with him on equal terms. 


I next would consider it essential to understand that part of the 
world framework in which the businessman has to work. It is becoming 
increasingly important that the individual understand and influence 
governmental operations and philosophies, which understanding might 
be obtained from political science and certain law courses; that he under 
stand the motives and methods of individuals and groups in seeking their 
livelihood and wealth, which understanding should be obtained from 
economics; and that he know how business is formed, how it is fin- 
anced, and how it functions. which is covered in its minutest aspects by 
so many business administration courses that a student of practically 
any college or university is required to select rather carefully those 
courses which will give him a well-rounded background 

I have left to last the requirements of the major subject, which 
in this case is accounting. 


Earlier I stated that I felt that there was such a thing as a basic 
or minimum accounting education which should satisfactorily prepare 
a student for a variety of accounting possibilities. 
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The courses I would include in this category are: 


A one-year course in introductory accounting. This basic course is 
frequently required of all business students. 


A one-year course in intermediate and/or advanced accounting. 
and one or two courses in each of the following areas: 


Cost accounting. 


Current governmental regulations and taxation problems related to 
accounting (the familiar “tax” course). 


Auditing. I would minimize working papers and techniques and 
concentrate on the philosophy of auditing, the nature of 
internal control, systems design, and related material. 


So far I have not mentioned internal auditing as an academic 
subject. If I were sent out to hire college men, who have majored in 
accounting. for jobs that either directly or eventually led into internal 
auditing for my company. I would regard the absence of a course in 
internal auditing or even of “plain” auditing. as of minor importance 
if the rest of the applicant’s record is good. 


I am certain, of course. that it is necessary for the public accounting 
major to become acquainted with internal auditing because it is one of 
the important factors of internal control that must be appraised and 
taken into account in studying audit programs and procedures. It is 
noteworthy that Professor W. B. Meigs. of the University of Southern 
California. is including several chapters on internal auditing in his 
forthcoming auditing text. 


The private accounting major is likely to find himself forced to live 
with internal auditing. if he accepts employment with a fairly large 
corporation. Again it is highly desirable for the student to know what 
internal auditing is and how it fits into the accounting world. 


I would regard a course in internal auditing as one of the courses 
which should be taken by an accounting major who has completed sub 
stantially the equivalent of a basic accounting education. At this level it 
should not be necessary to devote more than one course to the funda 
mentals of internal auditing. particularly if a course in auditing pre 
ceded it 


There are two points about internal auditing which I should like 
to mention which make the design of an academic course a kind of chal 
lenge. One is: internal auditing in practice covers a variety of duties 
and obligations which vary from company to company even though 
there may be a central consistency. The other, that the manner in which 
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college graduates become internal auditors varies as well. In some cases 
a college student joins the internal audit staff upon graduation. It is 
likely that such a staff will be patterned after a public accounting staff 
as to organization if not as to practice. In many cases the employee first 
goes through a period of training of variable length before he is chosen 
for the internal audit staff. Part of his training undoubtedly is necessary 
to acquaint the employee with the company and its procedures. In other 
cases it may be desirable to take time to educate the employee in the 
philosophy of internal auditing as practiced by the company’s staff, 
and, in part, it may be necessary to fill in gaps in the education of the 
employee where the duties of the internal auditor include important 
specialized or non-accounting functions. 


The Committee on Cooperation with the INstrruTe or INTERNAL 
Aupitors of the American Accounting Association conducted a mail 
survey about a year ago in an attempt to find out the number of schools 
offering courses in internal auditing. The questionnaire covered other 
points as well. 


Professor R. H. Van Voorhis. of the University of Alabama. con 
ducted the survey and summarized the results.* Some of the data are 
as follows: 


The questionnaire was mailed to 135 colleges and universities offer 
ing business courses, and 95 replies were received. Sixteen of the schools 
replying offered a course in internal auditing at the time of the survey 
and 13 more expected to offer such a course in the near future. Several 
of the schools not offering the course said that they were not equipped 
to offer one because of the nature of the school. Because internal audit 
ing is essentially a large company phenomenon, it does seem logical 
to expect internal auditing to be taught in the larger schools or schools 
in metropolitan areas who have students interested in and facilities to 
offer specialized courses. Other schools from the nature of the comments 
apparently feel that a course in internal auditing is too specialized or 
that the essential subject matter is covered in other courses, notably 
auditing. 


There is no particular uniformity among the various internal 
auditing courses being offered. The course is available to students who 
have completed a substantial amount of accounting course work al 
though auditing is not a uniform prerequisite. In some cases internal 
auditing is considered a graduate course. The courses are one term in 
length and the amount of credit offered varies, although quite generally 





*Professor Van Voorhis has summarized the survey material for publication. The 
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comparable to the typical upper school courses in accounting. It is note- 
worthy and commendable that about one-half of the instructors of 
internal auditing are actually engaged in the practice of internal audit 
ing and I am certain that most of these instructors are members of Tx 
INstTITUTE oF INTERNAL AuprTors. Several texts are available for 
internal audit instruction, most of which have been written by founders 
and members of Tue Instirute. The various publications of Tue 
INstiruTE have played an important and continuing part in providing 
guidance, teaching material, and background for the study of internal 
auditing, both inside and outside of the classroom. 


The need at the present time seems to be more problem and case 
material of various sorts. This undoubtedly is a sign of the relative 
newness of internal auditing as an academic subject. The fact that Tu 
INsTITUTE’s membership has contributed case material which has been 
worked into problems and will be published in book form will help to 
alleviate this scarcity. It is hoped, of course, that case material, prob 
lems, industry studies, and related teaching aids will increase in quan 
tity with the passage of time. It is also to be hoped that either through 
Tue Instirute or directly through participating companies, the inter 
ested accounting instructor will be given an opportunity to work in 
existing internal auditing departments during vacation periods or dur 
ing periods of leaves-of-absence. 


He who has learned to disagree without being disagreeable has dis- 


covered the most valuable secret of a diplomat. 


—Berr E. Estrasroox. 


AUDITING THE INTERNAL AUDITING 
DEPARTMENT* 


By DONALD T. BARBER 
Manager of the Internal Audit Department 
The Goodyear Tire & Rubber Company of Canada, Ltd. 


Is is good for us, once in a while, to analyze ourselves critically in 
order to see how we might serve our companies better. Internal auditors 
are trained to appraise efficiency and effectiveness from an objective 
view point. Here is a thought-stimulating check list to use when we turn 
the spotlight on our own work. 


HALES of Miletus was chief of the seven “wise men” of ancient 

Greece. He was renowned in those times for his practical ability. 
Americans are known to have a lot of this same kind of ability; practical 
ability is something we all cherish. Thales was forerunner of Euclid, 
and the discoverer of many of the fundamental truths of geometry. To 
him is attributed the first of the three great maxims inscribed on the 
Temple of Apollo at Delphi. That maxim is “know thyself”. 


We should know ourselves when we set out to determine the posi 
tion we should occupy in the business structure, and the position we 
do, in fact, occupy in the particular business we represent. We should 
know ourselves when we set, out to determine the scope of our internal 
auditing programs. 

As auditors, we train ourselves to take an independent impersonal 
view of the many different segments of our companies’ operations. We 
train ourselves to evaluate effectiveness and efficiency. However, most 
of our thoughts are directed at the other fellow, at the other department. 
Let us, for a little while, think about ourselves and the scope of our audit 
programs. In so doing we will, so to speak, be auditing ourselves. Let us 
start such a review by considering some questions that might be taken 
from a program drawn up for that purpose. 


IS OUR INTERNAL AUDITING DEPARTMENT A STAFF DEPARTMENT? 


Each one of us, when we were first initiated into the mysteries of 
internal auditing, were told that it was a staff function. The internal 
auditor should not be part of the line organization; his is an independent 
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appraisal activity for the review of the accounting, financial and other 
operations within a business as a basis for (1) a protective service, and 
(2) a constructive service to management. 


Notwithstanding this, it often happens, by custom or circumstance. 
that some duties that more properly belong to the line divisions of the 
business are performed by the internal auditor. We should make a full 
list of everything we do so that we may question the work that does not 
naturally belong to our department. If we find that some of the work is 
lessening our usefulness as internal auditors we should discuss it with 
our managements in the same way that we would discuss any other 
imperfection in the business. 


A year or two ago this was one of my major problems. I have found 
that it is not the easiest thing in the world to stop doing something you 
should not be doing. 


IS THE WORK OF OUR AUDITING DEPARTMENT 
ESSENTIALLY FACT FINDING? 


Some years ago the president of my company stated that it was not 
difficult for him to make a decision. His problem was to discover all 
the facts and to make sure they were facts. He said that when the facts 
in any given situation were known, the path that should be followed 
was determined; that the decision was made. 


The protective service we render management can be described in 
two words “fact finding’. The facts we determine are such things as 
the amount of cash on hand; the reconciliation of the balance of cash 
in the bank with the check stub balance; the agreement of the counts 
of stock on hand with the balances in the stock ledger. We further 
ensure that the established accounting procedures are functioning. and 
that they provide adequate internal control; and finally that employees 
are doing their work in a capable way. or otherwise. Fact finding 
accomplishes verification of amounts shown on financial statements, 
compliance with accounting procedures and established policies and the 
conservation and protection of the company’s assets. Frauds are pre- 


vented and detected in this same fact finding way. 


This part of our work is sometimes referred to as the solid core of 
internal auditing—the foundation on which we build. We cannot attach 
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too much importance to it. The conclusions we draw from the things 
we consider to be facts, will be only as accurate as the correctness of the 
facts upon which those conclusions are based. 


Fact finding is the protective part of our work, and when we bring 
the facts to the surface and confirm their accuracy, we are carrying out 
an important function in business and are serving our managements 
well. 


It is facts that decide policies, and the internal auditor discovers 
and verifies facts; herein lies our main strength. 


ARE ALL SIGNIFICANT FACTS ANALYZED AND APPRAISED? 


This is the other important ingredient that goes into the work of the 
internal auditor. It has to do with the constructive service rendered 
management as distinct from the protective service that we have just 
been discussing. This service has to do with bringing together of related 
information and interpreting its meaning. It has to do with our ability 
to digest accounting facts and to present the significant things about 
them in such a way that they can be easily understood by management 
It is this division of our work that makes it the distinct profession. 

However, we should be mindful that the connection between facts 
and an understanding of them may prove elusive. Although a person 
can have knowledge of a subject, item by item, part by part, fact by fact, 
these hold little meaning for him as isolated things until the ones that 
are similar are brought together. For example, the individual pieces of a 
jig saw puzzle have no meaning until they are placed in the correct 
arrangement. It is then that they do present an understandable picture. 
The bringing together of associated facts is what is called understanding. 
The dictionary speaks of it as the comparative faculty of thinking, the 
power of apprehending relations and making inferences from them. 

Internal auditors must possess the capacity to understand in full 
measure. It is their ability to associate facts which at a casual view 
appear unrelated, to see them objectively, to analyze and evaluate their 
significance that sets internal auditors apart from mere clerical checkers. 

And so as a staff department divorced from the line organization 
we carry out the first important division of our work, the protective ser 
vice to management by ferreting out the facts. Then by taking the same 
facts we appraise their significance and bring them together in a way 
that management can understand and use. This division of our work 
we call our constructive service to management. But, regardless of how 
well we do this, be it ever so objective and masterly, it will not result 
in economy, in increased efficiency, or in better internal controls, unless 
our management puts it to work. 
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DOES OUR MANAGEMENT KNOW US? 


C. G. Darwin said in the Introduction to the Story of Mathematics, 
“One of the hardest tasks that an expert in any subject can undertake is 
to try to explain to the layman what his subject is and why he makes 
such a fuss about it.” 


That is one of our problems; we must make sure that our manage- 
ment knows what we can do for it. Internal auditing is a comparatively 
new control technique. Its true potential for measuring the effectiveness 
of other types of controls is not fully appreciated by many of the persons 
for whom we work. In this we have a problem concerned with education. 
Fortunately we can usually arrange an opportunity of showing them 
what we can do. This we might call management education through 
service. 


HAVE WE A MANAGEMENT POINT OF VIEW? 


If we expect management to understand our work we must in turn 
understand theirs. How can we expect to be the eyes of management if 
we do not look at the business with their perspective? 


Managements are made up of people, and differ as much in their 
outlooks as people do. We must get to know our managements as indi- 
viduals, with all their idiosyncrasies; we must find out what they con 
sider their problems to be, and why they consider them to be problems. 
It is then that we will be in the best position to assist them. 


Operating managements’ views are usually broad, and compre- 
hensive; they consider such things as the levels of efficiency. They are 
concerned with principles and know that in practice everyone will not 
toe the line exactly and precisely. But are such deviations important? 
Should the policy be changed? One of the key words to managements’ 
point of view is results. Management must get them in the best way 
possible. 


Now. I believe that an internal auditor in the course of his work 
must not overlook any departure from the standard accounting pro- 
cedures, otherwise the exception would soon become the rule and the 
more so if condoned by the auditor; the best internal control results 
from a strict adherence to procedures so that any departure from them 
can be easily detected. However, it requires discrimination and judg- 
ment when reporting to management on deviations. Every good internal 
auditor knows that “it is wrong to expect perfection, but equally wrong 
not to strive for it.” 
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WHAT ABOUT THE EXTERNAL AUDITOR? 


We all recognize that our internal audit programs should comple- 
ment those of the external auditors, and in all respects should be in 
harmony with them. Both external and internal audit programs should 
avoid the waste of duplication; we must be on good terms with each 
other. Our interests are identical in the area of confirmation of amounts 
appearing on financial statements and in many other aspects of the 
accounting records and internal control. It is not, however, our first 
responsibility to devise a program to assist the external auditor in his 
work. 


HOW CAN WE MAKE OUR WORK MORE USEFUL? 


The answer to this should be to do more of what we are doing now, 
while at the same time seeking ways of doing it better. 


Our audit coverage is limited by the number of auditors on our staff. 
This means that we must somehow arrange to audit all parts of our 
company’s operations without all the staff we would like to have. We 
must therefore develop balanced and selective audit programs. 


To do this we should carefully review, at least once a year, the 
areas of internal auditing we cover and the areas we do not cover; the 
services to management we render and those we do not. We will then 
be able to arrange an audit program that will not over-emphasize one 
part of our work at the expense of another. We must try to decide where 
our work is likeiy to be of the greatest value. We must budget some of 
our time to broaden the scope of our audit work. 


Let us seek out ways to serve our managements by applying the 
suggestions made at conferences, by applying the ideas we hear at our 
Chapter dinner meetings, and those we find in the excellent literature 
on internal auditing that is being published. Let us, in the words of the 
sage, “cultivate our garden”. 


WHAT ABOUT OUR STAFF? 


In my company we have found that careful staff selection is the 
key to good audits. Auditing requires judgment and cannot be reduced 
to formulas and rules. It depends on the friendly relations between 


pec yple. 


We look for auditors who will be helpful, who will assist in improv- 
ing efficiency. and who will look for economies in our operations while 
at the same time protecting our assets. We look for persons who will 
benefit from the broadening influence of seeing the sweep of our ac- 
counting operations and who in turn will give us of their own thoughtful 
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considerations. We look for persons who can dig into the details without 
losing sight of the whole. 


And strange though it may seem, when we look long enough and 
hard enough we find such people. 


WHAT ABOUT OURSELVES? 


In order to avoid being too personal, I will merely remind you of 
the story about some goldfish. 


It appears that a housewife decided that her goldfish bowl needed 
cleaning. She was a kind-hearted housewife, and thinking the poor 
little fish would enjoy a big swim, she filled the bathtub with water and 
put the fish in it. But then she noticed that they swam around in small 
circles just the size of the glass bowl. 


Some people are just like goldfish, they become so used to their 
own ideas and their own vision that the moment some one with imag- 
ination tries to give them a new idea they yell, “It’s not for me!” instead 
of trying to swim beyond the routine circle of their everyday thoughts. 


WHAT ABOUT OUR INSTITUTE? 


In any comprehensive review of our audit programs we must save 
a special place for consideration about what we are doing for our 
InstirutTe. Our present concepts of internal auditing date back ten 
years to the time Tue INstirutTe or INTERNAL AupriTors was founded. 
The generally accepted standards we now have for judging our work 
were developed only after many conferences and much thought. 


The progress of internal auditing in the future will depend largely 
on the leadership of our Institute. Let us resolve to support it by writ- 
ing articles, exchanging our audit experiences, and supporting our local 
chapters. Let us with D’Artagnan say, “All for one and one for all.” 


CONCLUSION 


The way to determine the scope of the internal auditing program 
in our companies is to provide the same service to ourselves as we do to 
our managements. We should get the facts about each aspect of our 
work, and make sure we have all the facts. Then by that comparative 
faculty of thinking, by the bringing together of those things that are 
naturally associated, in a process of analyzing and appraising, we come 
to a full understanding of our work. Thus the facts, all the facts, make 
the decision for us; they decide the scope of the internal auditing pro 
gram that will be of the greatest service to our managements. 


CURRENT EXPERIENCE WITH 
DEFENSE CONTRACTS’ 


By —. F. RATLIFF 


Assistant Director of the Accounting Division 
Eli Lilly and Company, Indianapolis, Indiana 


There is a most profitable area for the internal auditor in the 
negotiation and administration of cost reimbursement type contracts. 
In negotiating such a contract it is extremely important that the finan- 
cial, accounting and costing practices be stated explicity in the contract 
itself; otherwise the contractor is apt to discover too late that the com- 
mercial concept of cost and the Government’s view of cost are not the 
same. 


HE Government has long professed to favor firm fixed price con 

tracts over other types of negotiated contracts. However, where 
there is a lack of production or cost experience, or some substantial 
element of contingency, it is common practice for the Government to 
assume the risk inherent in such an undertaking by negotiating a cost 
reimbursement type agreement. 


One of the major accounting objectives under a cost-plus-a-fixed-fee 
contract is the prompt submission of costs and collection of payment 
from the Government. Any delay places an undue demand on the com 
pany to provide funds to finance the contract. Any funds expended and 
not ultimately allowed as reimbursable costs must come from the fixed 
fee portion of the contract price, thus reducing the net fee to the com 
pany. Since the fee under this type of contract is usually less than that 
earned on normal sales, unallowable costs are a prime concern to the 
management and to the accountants. 


Section XV of the Armed Services Procurement Regulation is called 
“Contract Cost Principles” and it deals, in general, with standards for 
the determination and the allowance of costs. 


This statement of cost principles names three general tests to be 
used in determining the ailowabii:ty of costs. These tests are (1) reason 
ableness, (2) application of generally accepted accounting principles 
and practices, and (3) the limitations as to types or amounts of costs of 
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items set forth in that section or otherwise included in the contract. It is 
the third general test that seems to me to provide the basis for most of 
the problems that arise in determining allowable costs. 


After listing examples of allowable and unallowable costs, part 5 
of Section XV deals with subjects affecting cost which may require 
special consideration. Contracting companies are expected to be alert 
in anticipating points which should be settled in the process of negotia 
tion. This list mentions more than 22 items, many of which could be of 
real concern if not properly covered during negotiation. To mention a 
few, there are: 


(a) Costs incurred prior to executing the contract 

(b) Indirect cost basis 

(c) Overtime 

(d) Fully depreciated assets and possible compensation for their use 
(e) Subcontracting 


(f) Termination expenses 


In the absence of specific agreement, the normal accounting policies 
of the contractor are given much weight in determining whether some 
costs are considered direct or indirect. Those accounting practices which 
are employed in commercial costing, however, are not necessarily applic 
able to costing under a Government contract; and items that might be 
considered indirect in commercial costing might well be considered 
direct for Government costing. Where it is considered desirable to devi- 
ate from established commercial costing, such deviations should be cov- 
ered in the contract negotiation and made a part of the contract. 


There is sufficient generality in these contract cost principles so that 
there can easily be differences of opinion between contractor and Gov- 
ernment auditor or differences of opinion between Government auditors. 
For the administration of these cost principles the Army Audit Agency 
has a technical manual of audit procedures but neither the audit pro 
cedures nor the contract cost principles are expected to replace indi- 
vidual judgment completely. In light of the flexibility of this portion of 
the regulations and, paradoxically, the inflexibility of the regulations 
in other respects, considerable care must be exercised in the negotiation 
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of the contract as well as its administration if losses or potential profit 
declines are to be kept at a minimum. 


It is extremely important in negotiating a contract that the intent 
be explicit in the contract itself. The negotiators for the Government are 
not necessarily concerned with the administration of the contract once 
the negotiation has been completed. Variations in contract terms, espe- 
cially when such variations involve additional payments to the contrac 
tor, are often very difficult to obtain; and the contract will usually be 
interpreted insofar as costs are concerned by some Government auditor. 
While this interpretation is not necessarily conclusive and binding, it 
may be responsible for delaying claims for reimbursement. 


The manual of audit procedures to which I referred earlier has 
this to say in a chapter called “Cost Interpretations”: “In all instances 
the specific terms of the contract will govern and these cost interpreta- 
tions may be given consideration only where the contract is silent, 
vague, or ambiguous as to their subject matter.” The above statement 
contains a valuable lesson. If you wish to have a major role in deciding 
on questions of cost, then you must spell it out in the contract. If you 
do not, Government representatives may decide questions of cost for you. 
Certainly one of the best ways to avoid controversy is to make it clear 
in the contract itself. 


One of the most intricate problems with which accountants are 
confronted in connection with Government contracts is that of applying 
overhead or burden. This situation is not helped by the fact that every 
company and every accountant has his own idea of what constitutes 
overhead. Likewise, not all Government auditors could be expected to 
have similar beliefs with respect to overhead allocations. It would be 
helpful, of course, if each contract set forth in detail the items that were 
allowable as overhead. This practice cannot be followed, in general, 
because of wide differences of opinion under varying circumstances; 
and Government procurement regulations do not and, in fact, could not 
define overhead in anything more than general terms. 


Since the last world war, the practice of negotiating an overhead 
rate on cost reimbursable type contracts has grown. This was originally 
designed to simplify costs and to expedite reimbursements. More re 
cently the policy has been attacked in some areas on the contention that 
in many instances the actual overhead rates under revised schedules of 
production are no longer applicable; and, secondly, with an overhead 
rate based on direct labor there is a positive incentive to the contractor 
to be inefficient in the use of direct labor. One of the Government 
officials who addressed the last annual meeting of the American Insti 
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tute of Accountants indicated that the use of predetermined overhead 
rates might be suspended. 


It has been our experience that in many cases it seems much more 
desirable to be able to prove your costs down to the last cent than it is 
to be able to demonstrate that the method which you used to allocate 
costs resulted in a savings to the Government. I do not mean this as 
any particular criticism of Government auditors. I think perhaps it’s 
more closely related to the administrative job of trying to satisfy the 
many regulatory bodies and investigating agencies that the procure- 
ment was made without paying excessive profits and that the costs 
incurred were verified. 


When a Government auditor discovers an item which he considers 
unallowable or questionable, he prepares a Notice of Costs Suspended or 
Disapproved. That form is forwarded to the contracting officer who, 
if he agrees with the auditor, also signs the suspension notice which in 
due time reaches the contractor. 


This notice will normally state the reasons for any disallowances. 
and thirty days are allowed for the presentation of additional facts. If 
not done within that time, the disapproved cost becomes final and con 
clusive subject only to the express provisions of the contract relating to 
written appeal. It is important for a contractor to follow closely his rights 
under costs suspended and disallowed and to give timely notice by 
protesting to the contracting officer questions of disallowance or suspen- 
sion which arise. 


It is probably as true now as it was during World War II that the 
commercial concept of cost and the Government’s view of cost are not 
the same, and perhaps they should not be the same. One of the basi 
concepts in Government thinking is that of unallowable costs. These 
unallowable costs are represented by items such as bad debts, general 
research expense, and interest and financing costs. 


It is the function of the General Accounting Office to audit the work 
of the other audit agencies. It has now become a practice of the General 
Accounting Office to perform a good deal of their work by engaging in 
field audits concurrent with the performance of the contract. There has 
been a heartening amount of progress in combining some of the auditing 
activities of the Army and Navy, but there is also considerable progress 
that can yet be made. 

There is a most profitable area for the internal auditor in the field 
of Government contracts. The problems of the Government auditors 
can be made easier and the company can be well served. If any of you 
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have ever helped a General Accounting Officer auditor fill out a ques- 
tionnaire, you know that there is a section devoted to internal auditing. 
The questions which they ask are designed to reveal the effectiveness 
of internal auditing. The answers influence the work which the Gov- 
ernment auditors are called upon to perform. 


Following the negotiation of a cost reimburseable type contract 
the contractor is ordinarily called upon to outline the accounting pro- 
cedures and policies that will be followed. The internal auditor can pro- 
vide a valuable service by reviewing that statement carefully prior to 
its release. The same document will provide a valuable means of check 
by the internal auditor in determining that acceptable procedures as 
outlined are being followed. 


Terminology has always been a source of trouble whether the con- 
tract is with the Government or with other commercial organizations. 
There is not the same relative freedom to change terminology between 
the contractor and the Government as there is with other commercial 
type organizations, and often one of the most time consuming aspects of 
administering a Government contract is the interpretation or in some 
cases misinterpretation of the terminology. Many of the problems which 
are encountered in defense contracts can be resolved in advance if there 
is thorough preparation in the negotiating stage. If both Government 
and industry representatives have a real knowledge of the rules and 
policies of the other and reach agreemnts which are reduced to writing, 
much of the misunderstanding, I am convinced, would dissolve. We as 
accountants and auditors should play important roles in bringing about 
that development. 


Probably the most important step toward the rendering of maxi- 
mum service during a defense period is an understanding of the prob- 
lems involved, not only the problems of your own company but the 
problems of the Government as well. Nothing can be so thin that it 
doesn’t have two sides ,and we must recognize that as well as being a 
part of a commercial enterprise we are all partners in the business of 
providing for the defense of our country in time of need. Most companies 
have an earnest desire to produce defense goods and services with little 
thought of more than a nominal profit on that segment of the business. 
Prudent management dictates, however, a full recovery of cost and 
that nominal profit for this is the backbone of our economic system. 








THE INFLUENCE OF HUMAN 
RELATIONS ON OUR WORK AS 
INTERNAL AUDITORS’ 


By FLADGER F. TANNERY 
Assistant Comptroller, Humble Oil & Refining Co. 


Few staff positions in business involve more difficult problems of 
human relations than the internal auditor’s. We are charged with the 
responsibility of evaluating the work of other human beings; question- 
ing the accuracy and effectiveness of their work, probing into their com- 
pliance with rules and regulations, and recommending improvements in 
their methods. To do that without arousing some degree of resentment 
requires a high degree of skill. The extent to which we acquire and 
use this skill has a significant effect on our achievements and on the 
acceptance of our profession. 


VERY one of us is undoubtedly interested in making a success of our 
chosen profession. We have equipped ourselves with a technical 
education, and we believe in our competence and we have the courage 
to do our work and to speak our mind. Our specialized field of internal 
auditing has grown tremendously in the past ten years, and we have 
received considerable recognition for our contributions to the accounting 
profession and to business and industry in general. Our usefulness as a 
service to management has constantly increased. 


IT TAKES MORE THAN BRASS TO FASHION THE KEY TO SUCCESS 


In the make-up of a professional man there is an “ingredient” that 
helps to fashion the key to his success. The extent to which he uses this 
“ingredient” has a significant effect on his achievements in his practice, 
which in turn tends to set the limits of the acceptance of the profession 
by others. This ingredient is “contact ability”, or the ability to deal with 
people. “Contact Ability is composed of two distinct qualities and it 
takes the pair of them to make for effective contacts. The first quality 
is known as ‘personality’ and comprehends the totality of one’s char 
acteristics, which must be highly positive. The term Personality as used 
in business does not refer to the glamour type of individual but to a 
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type whose sum total of characteristics makes the person a good repre- 
sentative; a person of good habits, one that is a credit to his company, 
and is well received by those whom he or she contacts. To develop a well 
balanced personality that will be a real asset, one must be able to inven- 
tory and evaluate all of his personal traits, habits, appearance, manner- 
isms, et cetera. This is a task that many find difficult to do, although 
they can generally point out the deficiencies that exist in others. . . . The 
complementary quality that goes hand in hand with Personality to make 
up Contact Ability is Human Relations. Personality relates to the way 
you handle yourself. Human Relations relates to the way you handle 
other persons. The sum total of the two represents your Contact Ability 
rating.”” It has been said that “The behavior of those with whom we 
come in contact is a miror reflecting our own personality.” 


OUR SITUATION IS DIFFICULT 


The very nature and objectives of the internal auditor’s work cre- 
ate for us some difficult problems in human relations. It is a normal 
reaction on the part of any individual to feel some degree of resentment 
toward anyone who by action or inquiry questions the accuracy or effec- 
tiveness of his work, probes into his compliance with policies and in- 
structions, or exhibits any presumption that there may be some oppor 
tunity for improving his work methods. Many people resent any form of 
criticism whether it be constructive or not, and this is particularly true 
when it originates with someone considered to be outside their own 
group. 

Historically, the auditor has been identified as a faultfinder whose 
sole interest in life is to find and report the mistakes of others. Although 
the whole concept of internal auditing and the manner in which it is 
now generally practiced has changed in the past decade, there are still 
many people in and out of business who picture us as a “snooper” or 
“gum shoe” who is trying to pin something on someone. Unfortunately. 
there still exist a few auditors whose daily actions justify such a con 
ception or leave such an impression. 


The word “impression” is defined as “the effect produced by stimu- 
lation of the senses.” Impressions leave imprints, brands, designs, and 
scars. Some of these are lasting and favorable and lead the impressed to 
have a great regard for the impressers. Others leave scars that are ugly 
and deforming and cause the impressed to think unfavorably of the 
impresser and to resist his suggestions. The impression that we make on 
other people, therefore, and the manner in which we handle ourselves 
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so that we will be understood correctly are extremely important. The 
impression we make will materially affect the cooperation and assistance 
we receive from others and will undoubtedly influence the decisions of 
those who must pass on our recommendations and proposals. We may 
offend others because of our lack of diplomacy, our speech, our manner- 
isms, our dress, our sense of humor or our lack of a sense of humor, or 
by simply being overbearing—just not showing the proper regard for the 
rights and opinions of others. If we adopt an attitude of hostility and 
suspicion, very likely we will tend to provoke similar attitudes on the 
part of others. Similarly, attitudes of friendliness tend to provoke atti- 
tudes of friendliness in return. The value of friendliness has been ex- 
pressed this way: “Friendliness in the long run calls forth friendliness; 
kindness breeds kindness, and active good-will multiplies. The germ of 
love may not be as immediately powerful as that of hate, but in the 
crucible of time. it has greater survival value.” 


IN THE OTHER FELLOW'S PLACE 


To understand other people we must know something about their 
work, their problems, and their interests in life. We should recognize 
that the people whose work we review are often confronted with one or 
more of the following problems: 

1. They are under constant pressure to complete a heavy volume 

of work within a specified time. 


to 


They lack the time to reflect on the significance of the actions 

they take and the decisions they make. 

3. There is a considerable amount of drudgery in doing work 
which is routine and recurring in nature. 

4. They feel that members of other departments have little apprec- 
iation of their real value. 

>. They feel a lack of recognition from management of the quality 
of work they do. 

6. They lack an understanding of the over-all problems connected 

with their industry. 


™“ 


They have no clear-cut conception of the relationship of their 
work to that of other employees. 
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In short, we must realize that those whose work we are reviewing 
have pride in their accomplishments, their way of work, and their way 
of life, and that they have a socio-job status which materially affects 
their personal happiness. 


In most companies the internal auditor comes in contact with many 
types of people in the performance of his work. It is important, there- 
fore, that he possess a sufficient knowledge of human relations to enable 
him to deal effectively with each type of individual whom he encounters. 
In the course of a week’s work we may have discussions with some of 
the corporate officers of our companies, various levels of management, 
field foremen, clerical personnel, lawyers, engineers, vault boys, and 
others. 


Our assignment frequently requires that we visit the offices or 
plants of vendors, customers, and joint-venture interests. During these 
visits we are likely to contact top supervisors of such companies con- 
cerning matters that may be subject to controversy. Very likely we 
will find it necessary to request and receive information considered to 
be confidential by the company being visited. It is extremely important 
that we realize our responsibility to maintain good relations between 
that company and our own company by refraining from any action 
that could be misconstrued as a discourtesy or a reflection on the com- 
pany being visited. 


OUR RESPONSIBILITY FOR EMPLOYEE MORALE 


We have an important responsibility to the managements of our 
companies, particularly in this field of human relationship. An im- 
portant function we have is to assist management in coordinating the 
performance of the organization with its objectives. This includes the 
responsibility for seeing that adequate controls are working to insure 
that management receives an accurate accounting of operating practices 
and that the results of operations are reflected properly through the 
financial records and reports. Management does not want us to assume 
the role of the company policeman; it wants and expects us to have pro 
fessional conduct. Professional conduct certainly includes the ability to 
deal with people. It is obvious that our actions can have an adverse 
effect on employee morale. To avoid such an occurrence, it is essential 
that we take the human personality into account. We should recognize 
that man has certain basic human needs. These basic needs may be sum 
marized as follows: 


1. A sense of dignity and self-esteem 


2. The noble aims of his nature and his over-all purpose in life 
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3. The respect of others 
4. Recognition and appreciation 
5. Assurance of security 


It has been rightly said that the worker's environment has a signifi 
cant effect on his productivity. Environment is not just the physical 
plant and surroundings; it is also the mental and emotional atmosphere 
of the organization. It is the sum total of the contribution of experience, 
ideas, and efforts made by every individual from the top to the bottom. 
The individual worker usually reacts according to the way his experi- 
ence in his environment makes him feel. 


Since by the very nature of our work we must represent and uphold 
management's point of view, our actions or utterances might, under 
certain circumstances, be construed by some employees as actually re- 
flecting directly management's viewpoint. We should be careful not to 
leave the wrong impression with the employee—the impression that we 
are close to members of management, that we know their intimate 
thoughts, that we have a hold with them, or that our word carries special 
weight. In other words, we should not leave an erroneous impression 
of our prestige with management in contrast to that enjoyed by the 
employee whose work we are reviewing. A statement made by William 
Butler Yeats would be good advice for us: “Think like a wise man but 
communicate in the language of the people.” Furthermore, a poor choice 
of words or a thoughtless act on our part could have adverse effects on 
employee morale that are wholly unjustified, such as: 

1. Causing the employee to resent the company and management 

in general 


2. Causing the employee to be hostile to all constructive criticism 


Ww 


Making him resentful of his supervisor 

4. Dampening employee initiative and desire to perform better 
work 

5. Making the employee feel insecure in his job 

6. Making the employee resort to excessive and needless effort to 

prevent a recurrence of minor errors. 

This inept action on our part would be a distinct disservice to our 
companies, for very likely our managements are spending an ever in- 
creasing amount of time and resources in dealing with personnel prob- 
lems and in endeavoring to maintain employee morale. 

WITHIN OUR OWN GROUP TOO 

Our “contact ability” is not only important in dealing with people 

outside the internal auditing group but it also plays a part in the admin 
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istration and training of auditing personnel in the same manner. In- 
ternal auditing supervisors must be able to instruct subordinates as to 
the manner in which the work is to be performed. In order to be suc- 
cessful we must be able to create interest and enthusiasm on the part of 
subordinates and inspire them to achieve higher goals. To do this, we 
must be enthusiastic ourselves. Someone has said that “Enthusiasm is 
the greatest asset in the world. It beats money and power and influence. 
It is nothing more or less than faith in action.” We should be alert to 
encourage staff members when they receive setbacks or are unsuccess- 
ful in achieving their objectives. 


Occasionally disciplinary action is required to deal with subordin 
ates who have violated the rules and regulations. This requires consider- 
able courage and clarity, as well as a sense of fairness, understanding, 
and patience. Certainly the auditor who is responsible for staff super- 
vision must have a keen knowledge of human relations when he endeav- 
ors to select staff replacements or when he must take action to relieve 
the staff of a nonproductive member. 


OVERCOMING DIFFICULTIES 


We may sometimes be confronted with dissatisfaction on the part 
of some department manager with the work of our audit staff. To over- 
come this feeling or attitude often requires a great amount of skill. We 
should attempt in an appropriate manner to find out the reasons for 
the manager’s feeling, and if we are successful in discovering the basis 
for it, then we should take every appropriate action to correct the situ- 
ation. Usually there are some sound reasons why operating manage 
ment does not indicate a complete confidence in the audit staff. Some- 
times there is a feeling that we are unqualified to make the types of 
recommendations that we do. Occasionally we are accused of jumping to 
conclusions and failing to get all the facts necessary to reach the proper 
decision. The operating manager may have the feeling that because of 
limited experience and training, we lack “business tolerance”; that we 
are sticklers for following the procedures and policies to the letter with- 
out due regard to variations in circumstances .In other words, the man- 
ager sometimes feels that we insist on all the i’s being dotted and the 
t’s being crossed even though, in spirit, the intent of the regulation is 
followed without such dotting and crossing, and that this dotting and 
crossing often is a mere formality that can be passed over in order to 
give time to more important operating problems. 


Employees in the front-line of operations often feel that we take 
an unfair advantage of the position afforded by hindsight. This apparent 
advantage may cause the operating man to feel that we do not have an 
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appreciation for the proper place for “business risks” in operating deci- 
sions. The operating man knows when he takes these business risks the 
results will sometimes be wrong, and he does not object to our reporting 
the error but he feels that we should be tolerant in the manner in which 
we report it and that we should not report it purely from the position we 
are afforded by hindsight. Perhaps we would have a better understand- 
ing of the operating man’s position if we realize that “Any life truly 
lived is a risky business, and if one puts up too many fences against the 
risks one ends by shutting out life itself.” 


Inevitably we will encounter those individuals who are hostile to 
us. In such a case we should attempt to overcome this animosity by 
gaining the individual's confidence and respect for ourselves personally 
and for the auditing profession in general. These two steps are difficult 
and will be accomplished only by careful and painstaking effort. We 
may gain acceptance of our work by explaining the objectives in the 
particular assignment involved, and by our own work prove our pro- 
fessional ability. We may explain the general objectives of internal 
auditing and by our conduct and those of our group prove the profes- 
sional status of our calling. It is important, however, that we should not 
let a hostile viewpoint turn us from our objectives or affect the work 
that we do or the decisions and conclusions that we reach. Where we 
are certain of our facts and sure of our recommendations we should 
stand firm by our convictions and should not give in to the other per- 
son’s point of view simply to gain favor and approval. 


WHAT CAN WE DO TO IMPROVE OUR ABILITIES IN 
HUMAN RELATIONS? 


First of all, we should concern ourselves with our personal attri- 
butes and abilities. We should do everything we can to develop a well 
balanced personality that will enable us to deal with all sorts of people. 
“An appealing personality is not something grafted on from without. 
It is not like a coat of paint applied to a building or cosmetics used on 
the face. It is expressed through the body, the mind, the heart and the 
spirit.” We should at all times maintain the proper poise and bearing 
that is consistent with our professional status. We should recognize, 
however, that the “poise and bearing of our profession” cannot neces- 
sarily be achieved by confining our studies, our reading, our social 
relationships, and our business contacts to those that have a direct bear- 
ing on our professional work. We must expand our reading into related 
business fields, current economic problems, current political and social 
issues of the day. We must build contacts outside of our profession 
through civic, religious, and social groups. We should be careful in our 
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dress and personal appearance for our appearance will make a lasting 
impression on those people with whom we come in contact. We should 
develop a good sense of humor for it is likely we will need this ability 
quite often. In addition, we should develop our professional abilities. 
This of course can be done in a number of ways. We should get all the 
formal education and training possible. We should attend regularly the 
meetings of the professional groups of which we are members. We should 
develop our ability to express ourselves orally and in writing. We should 
keep abreast of current developments relating to our own company’s 
operations and those of our industry. We should strive constantly to im- 
prove our conference technique. That is to say, we should plan very 
carefully what we have to say in group meetings and present our point 
of view in a logical and concise manner. We should at all times respect 
the other person’s point of view and should avoid belaboring minor 
points or persisting in a stubborn point of view. “Two things, well con- 
sidered, would prevent many personal and international quarrels; first, 
to have it well ascertained whether we are not disputing about terms 
rather than things, and second, to examine whether that on which we 
differ is worth contending for.” 


We should recognize that we are a cause of inconvenience in each 
office in which we work, and we should do everything possible to mini- 
mize it. In discussing matters with accounting personnel and others, we 
should try to put people at ease. We should always respect the “chain 
of command” relationships of the organization. We should first discuss 
our comments with those directly responsible for the work we have 
reviewed and their immediate supervisor. This action will achieve the 
following results: 

1. It will give the supervisor responsible a chance to explain any 
circumstances that might have a bearing on the problem or give 
the supervisor an opportunity to question the facts being pre- 
sented by the auditor. 


~ 


2. It will acquaint the first-line supervisor with the questions 
raised by the auditor so that he will be able to discuss such mat 
ters with higher authority at the proper time. 

3. It will help the supervisor to locate and correct any weaknesses 
in procedures, or situations where personnel under his super 
vision are not performing work properly. 

4. It will give the supervisor the benefit of the auditor’s ideas and 

constructive criticism. 


In the March 1947 issue of Think magazine is a statement by Colby 
Dorr Dam which summarizes what we should all try to do. It goes like 
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this: “Each person has an ideal, a hope, a dream of some sort which 
represents his soul. In the long light of eternity this seed of the future 
is all that matters! We must find this seed no matter how small it is; 
we must give to it the warmth of love, the light of understanding and 
the water of encouragement. We must learn to deal with people as 
they are—not as we wish them to be. We must study the moral values 
which shape our thinking, arouse our emotions and guide our conduct. 
We must get acquainted with our own inner stream and find out what’s 
going on in our own heads and hearts. We must put an end to blind, 
instinctive, sensory thought and feeling. We must take time to be 
human.” 





In a discussion the difficulty lies, not in being able to defend your 


opinion, but to know it. 
—AnpbrE Maurols. 


CASE STUDIES OF SERVICE TO 
MANAGEMENT" 


By W. T. HAMILTON 


Administrative Accountant, The Cleveland Electric Illuminating Company 


These examples of internal auditors’ services show that they serve 
all levels of management, from the Board of Directors down to the line 
foremen. In some of the cases the primary benefit can be related to a 
particular management level, but each of the other levels obtains a 
secondary benefit. 


ORE and more, the complexities of modern business are dictating 

the divorce of management from its direct contacts with opera- 
tions. Consequently, management by remote control is becoming in- 
creasingly predominant in the business world. It is under these circum- 
stances, primarily, that the necessity for a connecting link between 
management and operations asserts itself. The internal auditor should 
be an integral part of this link. 

Already I have mentioned the term “management” several times. 
Before continuing, I think it would be advisable to consider for a mom- 
ent the various levels of management which the internal auditor pur- 
ports to serve. 


The various strata of management which are characteristic of most 
large business enterprises can usually be segregated into four groups. 
Top billing, of course, goes to the Board of Directors; highest manage- 
ment. Next in line, customarily referred to as top management, is the 
president, an executive committee, or an executive staff. Ranked next is 
intermediate management, represented by personnel at department head 
level. Finally there are the line supervisors and foremen who, collec- 
tively, comprise the first level of management. 


Segregation of overall management into its component levels sug- 
gests the question: Which level benefits most from the services rendered 
by the internal auditor? I think the answer is that all levels stand to 
benefit. To illustrate my reasons, I shall review several case studies of 
the activities of internal auditors. 


*Paper delivered at the Detroit Mid-West Regional Conference of Tue Instirure. 
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The case studies | am about to relate have been gathered from 
various sources; hence I must profess my lack of first-hand knowledge 
of many of their attendant circumstances. Nevertheless, I hope they 
will prove helpful in enabling us to determine the chief benefactors of 
internal auditing’s service to management, as well as possibly suggesting 
new areas of opportunity. 


THE CASE OF THE OBSOLETE TRANSFORMERS 

The first case is of real interest to me because it is concerned with 
an electric public utility situation with which I am familiar. During the 
course of a periodic inventory audit, it was discovered that the invest- 
ment in electrical transformers in stock was increasing substantially. 
In the light of advancing costs and expanded operations, increased in- 
ventory valuations were to be expected. However, further investigation 
revealed that the quantity of low-capacity transformers in stock was 
increasing in inverse proportion to their need. This was the result of two 
factors: (1) low-capacity transformers in service were gradually being 
replaced by larger transformers, in which case the former were returned 
to stock, and (2) unbelievably, purchases of low-capacity transformers 
were continuing. These conditions, understandably, called for prompt, 
remedial action. 


Further investigation developed that the expanding population and 
increased electrical consumption per customer combined to necessitate 
the use of larger transformers. Thus, low-capacity transformers, though 
serviceable, were obsolete—their use was no longer economically feas- 
ible. Accordingly, a belated review and inspection program was inaug- 
urated, aimed at the eventual disposition, by sale or scrapping, of about 
20% of the number of transformers in stock. 


A five-fold advantage resulted from this inventory reduction: 


1. Revenue was derived from the sale of the transformers and 
scrap. 


~ 


2. High-cost storage space was released for more profitable use. 


We 


Subsequent inventory audits were simplified by the decrease in 
inventory quantities. 


4. Insurance premiums declined. 


MR. HAMILTON is Administrative Accountant with The Cleveland Electric 
Illuminating Company. Prior to his present position, he served his company as internal 
auditor for five years. 

Mr. Hamilton is a graduate of Western Reserve University. He holds member 
ships in several professional organizations: he is active in the Edison Electric Institute 
and in Tue InstiruTe or INTERNAL Aupitors, both of which he is serving as internal 
auditing committee member. 
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5. Transformer handling operations were made easier for ware- 
house personnel. 


An extended use of this technique of studying the correlation be 
tween inventory on hand and usage will often pay dividends. 


THE CASE OF THE INDIGNANT CUSTOMER 


The next case study illustrates the role of the internal auditor as a 
builder of good will. In this particular case, the auditor, in verifying 
accounts receivable, followed the practice of circularizing not only 
various accounts selected at random, but also all past due accounts, in 
order to bring to light the reasons why they had not been paid. 

In many instances the requests for verification were returned bear- 
ing some extremely vitriolic comments about the company’s product 
and its branch manager — and yes, even his ancestors. One indignant 
individual ventured the opinion that the company’s public relations 
rated exactly zero! Without delay the auditor sent to this customer a 
tactfully worded letter voicing appreciation for his comments and assur- 
ing him of prompt attention to his complaint. Simultaneously, a much 
more strongly worded letter was sent to the branch manager at fault 


Subsequently, the auditor received from the customer a letter 
praising the company’s good service and its product, and at the same 
time, recommending two of his friends as prospective customers. 


Management should be able to count on the internal auditor to pro- 
mote good customer relations. The review of customers’ complaints, 
from whatever source received, has, in some companies, become one of 
the fertile fields in which the internal auditing staff functions. This is 
a distinct service to management—and to the customer as well. 


The responsibility of the auditor as a good will builder need not be 
restricted to the area of customer relations. In the field of personnel 
relations, the sole contact many company employees have with home 
office management is the internal auditor. How many times have we 
listened to a branch office employee “gripe” about a certain policy or 
procedure set down by the home office. We listen patiently until he has 
run out of steam, then what do we do? Do we sit down and commiserate 
with him, and tell him what a bunch of “stuffed shirts” and “lame 
brains” establish the rules of the game? Here is an opportunity for the 
auditor to trace the evolution of that particular policy or procedure. 
It is his duty to resell that policy to that disgruntled employee. He may 
have some valid arguments why the policy or procedure is inadequate. 
Should this be the case. most progressive companies have avenues where 
by these thoughts can reach the management. The auditor may, if he 








54 The Internal Auditor 


feels the point is worthy of consideration, assist in getting the employee's 
viewpoint to the attention of the policy makers. However, he should do 
all within his power to convince the employee to follow the prescribed 
procedure until management has had ample opportunity to review and 
revise the policy in question. 


OVERPAYMENT OF INSURANCE PREMIUMS 


The next case study involves the discovery of an overpayment of 
workmen’s compensation insurance premiums. During an examination 
of the report of remuneration paid to certain employees, on which the 
insurer based the premium charge, the auditor noted that certain allow- 
able exemptions had not been deducted from the reported remuneration, 
with the result that excess premiums were being paid. 


The allowable exemptions not taken into account were: 
1. Premium pay for Sunday and holiday time. Premium pay, 
according to the contract, was to be considered overtime pay 


and, therefore, should have been excluded from the premium 
base. 


to 


Commissions paid to salesmen were included in the premium 
base without regard to the contract stipulation that remunera 
tion in excess of $100 weekly was to be excluded. This oversight 
had continued because of a misunderstanding even though the 
$100 limitation was being observed with respect to the earnings 
of all other employees. 


As a result of the facts disclosed by the examination in this case, 
a refund approximating $9,000 of excess premium payments was ob 
tained. 


FORGED ENDORSEMENTS 


This case, one of payroll defalcation, arose in connection with a 
retroactive wage adjustment. Many of the employees affected were 
temporary employees who had since left the company’s employ. The 
retroactive checks for these individuals were sent to the division man- 
agers for distribution. At one location where there were many such 
individuals formerly employed, the division manager gave the checks 
to his line foreman to distribute. 


Some months later the company received complaints from union 
officials that the workers at this location had not been paid the proper 
amounts in some cases. A review of the canceled checks indicated that 
these complaints were apparently unjustified. The endorsements on 
the checks matched signatures on employment records “perfectly”. 
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However, to settle the question once and for all, since complaints 
persisted, the company hired a handwriting expert to examine the can 
celed checks. He announced that the endorsements were excellent for- 
geries. Confronted with this, the foreman confessed that he had not 
paid the men the full amount due them. 


He operated as follows: 

1. Confined manipulation to the wages of former employees liv- 
ing in out-of-the-way-places. 

2. Told them they had a pay adjustment coming; gave them a 
small amount of cash and had them sign a receipt for it. 

3. Used signatures on receipts as guides when forging endorse- 
ments on checks. 


All employees whose checks had been handled by this foreman 
were contacted and the amount of the defalcation determined. 


Complaints of the defrauded employees, more than the efforts of the 
auditor brought this defalcation to light. However, after the fraud was 
discovered, he rendered a service to management by forestalling any 
subsequent attempts at similar defalcation. This he did by recommend- 
ing the adoption of a new policy for paying employees no longer in the 
service of the company. Their checks are now mailed to their last known 
address rather than being given to their former supervisor for distribu 
tion. 


WRONG RATE CLASSIFICATION 


The following case study involves the experience of an electric 
utility in billing its customers 


A review of sales analysis records indicated that many residential 
customers were consuming an abnormally high amount of electrical 
energy. Field surveys, suggested by the audit supervisor, revealed that 
many residential customers had converted their one-family houses into 
two and three-family houses with both the tenants and customer of 
record using the same meter. 


Under the terms of the company’s Rate Classification Schedule, 
such installations were properly billable under the slightly higher Com- 
mercial Rate Classification, which would result in an increase in the 
company’s revenue. Accordingly, the auditing department recom 
mended a complete field survey of all customers whose consumption 
so warranted, to determine the properly applicable rate schedule. On 
the basis of this survey. many accounts were reclassified. and revenues 
increased as a result. 
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PERIODIC REPORTS 


A wide-awake auditor may, in the course of his examinations, dis- 
cover wasted effort being expanded on needless reports. A case in point 
concerns a special and obviously useless report which was being insisted 
upon by a certain department head. He simply could not get along with- 
out it. After some time had elapsed, his reports were held in a file instead 
of being mailed to him. The department head did not miss them, and 
some time later the report was discontinued. 


This recalls to mind the governmental bureau which always pre- 
pared a certain report in duplicate. Since the original copy was of no use, 
it was thrown away. The duplicate copy was forwarded to another de- 
partment. When the need for the duplicate copy was eventually investi- 
gated, it developed that the receiving department threw it away also. 
Just in case anyone feels that the government has a monopoly on in 
efficiency, rest assured that such is not the case. 


This is borne out by the following example, wherein a department 
head questioned an auditor for the reason why all the computations for 
coal of a certain power plant had to be converted from tons to pounds in 
all plant records. Further inquiry revealed that the pounds were then 
converted back to tons before entry in the general records. 


EMPLOYEE GRIEVANCES 


The auditor’s knowledge and background can be used to advantage 
in reviewing and analyzing pending agreements with unions. Although 
he is, in most cases, neither a management consultant, nor an economist, 
nor an industrial relations expert, he should possess enough analytical 
ability to study intelligently and report on any potential trouble spots 
before the agreement is sanctioned by the company. I know of one 
auditing group which periodically reviews all union grievances on file 
in hopes that their independent analysis will result in recommendations 
which will forestall future grievances on the same point. 


Earlier, I suggested that a review of these auditing case studies 
may help to determine which of the four levels of management benefits 
most from the services rendered by the internal auditor. I think the 
evidence is far from conclusive that any one level is the chief benefactor. 
To be sure, the primary benefit in some instances can be related to one 
particular level, but each of the other levels derives a secondary benefit. 
and in turn, will derive the primary benefit from subsequent auditing 
services. Accorded the receptivity by each, the internal auditor can serve 
all levels of management equally well. 


THE DETECTION OF FRAUD AND 
SCIENTIFIC SAMPLING’ 


By ARTHUR M. CANNON, C.P.A. 


Professor of Accounting, University of Washington 


Internal auditors agree that detection and prevention of fraud is not 
their most important function, yet it is one of the things nearly all 
auditors are expected to take care of. In this situation Professor Cannon 
offers two helpful ideas for discharging this responsibility without spend- 
ing a disproportionate amount of time to do it. One idea concerns the 
problem of looking in the most likely places; the other concerns increas- 
ing the efficiency of test checking by using scientific sampling methods. 
The latter is a useful tool, of course, in many other auditing operations. 


RAUD is deceit: lying. In accounting it is intentional misstatement 
of records and reports. Not necessarily a crime in itself, fraud is 
often engaged in to cover up a crime such as embezzlement, or to delude 
a creditor or ownership interest or the taxing authorities, or perhaps 
to conceal mistakes. Examples of each sort and many others will come to 
the mind of the experienced auditor, external or internal. We have all 
seen “lapping” of receivables, over-or-under-footing of cash columns, 
kiting of end-of-the-month deposits and so on. I recall one case in which 
all the elevators in a new building were carefully removed from the 
fixed asset accounts in a re-written general ledger, the total being distrib- 
uted in uneven amounts to cost of sales. In another case the president of a 
bank transferred most of his wife’s fortune to his own less ample account, 
over a period of years, by direct entries to the respective deposit accounts 
after hours. In another, a clerk in a pawnshop avoided the detection of a 
$5,000. theft by systematically changing the “control” figures in a cash 
register. 


In all of these cases trusted officers or employees perpetrated the 
frauds. I have known of very few cases otherwise. No one but the trusted 
gets the chance and the victimized employer is always exceedingly sur- 
prised and chagrined, both at the loss of funds and at getting the wool 


*Paper presented at a meeting of the Puget Sound Chapter of Tue Instrrure. 
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pulled over his eyes. It is part of the job of the auditor to establish 
his controls and apply his checks in an impersonal manner aimed at the 
known and the unknown, the trusted and the not-so-trusted alike. As a 
very wise accountant once put it: “We don’t suspect anyone; we just 
don’t want to get fooled.” 


Accountants and auditors must be on the alert against fraud because 
it results in exactly what we don’t want—amis-statement of the figures; 
and besides the public and the management expect fraud-detection of 
us; and nothing is so destructive of the auditor’s prestige as an unde- 
tected fraud, or one detected by somebody else. 


Another matter to be mentioned here is to commend to your atten- 
tion a recent article by a sociologist* who interviewed a number of peo- 
ple in Joliet prison. What he concluded I think will fit in with the 
hazier and less well generalized impressions of auditors. This has to 
do with the thinking of people who commit fraud to cover up embezzle- 
ment. Remember? We used to think that fraud often resulted from so- 
called “intolerable pressure” — “my wife couldn’t get into the hospital 
if I didn’t raise $150 and I didn’t know where to turn” — that sort of 
thing. Lately I have turned more to the wine, women and song theories 
(slow horses and fast women) and the casualty-company studies support 
me**, 

At any rate, what Dr. Cressy finds is that embezzlement and result- 
ant fraud require and follow from three concurrent situations as to the 
embezzler: 


1. He must have a “non-shareable” financial problem. His prob- 
lem is such that he can’t bring himself to seek help openly — he can’t 





*Donald R. Cressey, “Why Do Trusted Persons Commit Fraud”? A Social Psycho- 
logical Study of Defalcators, Journal of Accountancy, November 1951. 


**Crime Loss Control. American Mutual Liability Insurance Company. (Boston, 1950, 
Pp. 69. Free.) Dishonesty Controls. Maryland Casualty Company. (Baltimore, 1950, 
Pp. 32. Free.) 1001 Embezzlers and Embezzlers Post War, United States Fidelity 
and Guaranty Company (Baltimore, 1943, 1950. Pp. 38, 51. Free) Crime Loss Pre- 
vention. Continental Casualty Company. (Chicago, Pp. 26. Free.) 


Similar material available includes a recent bibliography by the North America 
Companies, Director of Education, Philadelphia; Bonded Defense Against the Check 
Forger (New York: The Surety Association of America); and Jdentification with or 
without Credentials (New York: Insurance and Protective Department, American 
Bankers Association, 1950) A standard work on fidelity bonding is Corporate Surety- 

ship by G. W. Crist, Jr. (New York: McGraw-Hill Book Company, Inc., 1950. 
Pp. xiii, 441). 
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admit why he needs money. This supports the fast-living theories, since 
we must bear in mind that the embezzler is a trusted employee. It also 
strengthens the confidence we may feel in internal-control measures. 
These are mainly unavailing against collusion, but the embezzler may 
find it just as difficult to share his problem with a potential accomplice 
as with the boss; and of course the danger of detection increases greatly 
with the admission of a partner, not to mention the need to split the 
proceeds. Your typical embezzler is working alone. 

2. Embezzlement must offer a possible solution. Here the signifi 
cance of the undetected earlier mistake, or fraud, is to be recognized. 
The knowledge, or belief, that the internal audit system is really not so 
fool-proof; the ready availability of cash; the feeling that there is a good 
chance of success—these comprise the second essential. (This is why 
good auditors constantly look for possible loopholes in their systems. The 
existence of the loophole is an invitation to try it out. Another reason: 


the auditor himself may have an unshareable financial problem.) 


3. Finally the wrong-doer must be able to live with himself; he 
must be able to reconcile his own impression of himself as a trusted 
employee with the act he is about to commit. This he takes care of with 
the “borrowing” rationalization. He isn’t really stealing; he wouldn't 
do that; he couldn’t do that. He will borrow to meet the present emer 
gency and soon he'll be able to pay it back (if the horse wins and no 
new urgent need arises). No doubt he sometimes does, maybe often 
these are among the ones we don’t know about. But the damage is done 
when he finds out what he can get away with (and I am convinced 


others around him often know what’s going on, too). 


CURRENT TRENDS: 


There seems little doubt that embezzlement and fraud are on the 
increase, in spite of the development of internal auditing, increasing use 
of “perfect” machines, and even of the general increase in white-collar 
pay which is more important. One casualty company says crime is cost- 
ing American business $1 billion a year of which half is embezzlement 
(robbery accounts for 44 and forgery the other fourth). My public 


accountant friends tell me more of it is found in the expenditure side 
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relative to the receipts side where my own judgment would, I think, 
lead me to confine any such activities of my own. And more or it is being 
found closer to the top. This leads me to inquire what controls you fel- 
lows are providing to protect your companies from yourselves. Read the 
New Yorker articles (early 1949) on “The Wilby Case” of a couple of 
years ago. Here the head accountant, familiar with all the papers re- 
quired, put phony invoices, etc., into the incoming mail and took the 
completed voucher-checks out of the outgoing mail. He was the same 
expert who in an earlier case had walked into a California auto agency, 
told the cashier he was there from General Motors to count the cash, 
counted it, and walked out with it. 


We are all shocked at disclosures of frauds in the Bureau of Internal 
Revenue. Nothing could be more dangerous to our form of government 
where the control of the taxing power may make men rich or pauperize 
them, and where the revenues of the Federal government are largely 
dependent on income taxes, self-assessed and self-reported as they must 
mostly be or break down entirely. In similar vein, I note that newspaper 
reports of bankers’ meetings are full of talks on increasing embezzle 
ment. The materials published by the casualty companies, previously 
cited, tell the same story. 


Probably lower employment standards attendant on tight labor 
markets for accountants have a lot to do with these unfortunate devel- 
opments. 


WARNING: 


The most common mistake I notice in the malfunctioning of in- 
ternal-control systems is in the failure to use controls once instituted. 
Don’t expect the systems to work automatically. The accounts don’t 
reach out and collar the perpetrator of fraud. All they do is issue a warn 
ing. How many of us have talked ourselves out of unexplained differ- 
ences only to have the differences later disappear along with some vaca- 
tioning or departing employee? 


Another mistake is to keep everybody under good control during 
the hours of 8 to 12 and 1 to 5 but suspend control during the lunch 
hour. Theft of incoming checks often requires that the checks be cashed 
in the day’s cash sales receipts, the substitution taking place while the 
office clerk “takes over” on the floor during the cashier’s lunch period. 
(Of course, in a large city all that may be necessary is to stand in line 


at a department store and supply an endorsement and a telephone num 
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ber. I had my own address and phone number used, somewhat unimag 
inatively, by a payroll padder on a dozen or so checks to different names. 
He just picked it from a phone book.) Another source of difficulty is 
that great gift to modern business of the personnel managers, the cof- 
fee hour. What happens to your careful segregations of offices, duties, 
and so on during those twice-daily affairs? 


Another warning is of course to watch for new developments, 
amendments to the system, unofficial revisions of duties and procedures. 
The system that is really employed is not necessarily what’s written in 
the office manual. 


It is probably necessary to look at the problem from time to time 
as though one were himself a potential embezzler. What loopholes might 
be exploited? The careful auditor must actively endeavor to outwit 
potential wrong-doers. The embezzler is not trying to cooperate with 
you. He doesn’t want to be caught. He is compounding his lies; he 
is trying to deceive you. You don’t know, of course, who he is or whether 
he’s there at all. But if he is, he is looking for loopholes too; the auditor 
must look for them. 


Finally, there are certain new and powerful technical developments 
in the field of auditing with which I think we should be familiar. These 
have to do with the application of statistical methods to the problems 
of testing and sampling. 


NEW DEVELOPMENT IN TESTING PROCEDURES 


It is a major part of the auditor’s duty to see to it that established 
procedures are carried out, including internal control procedures for the 
prevention and detection of mistakes and fraud. How does the auditor 


determine what is going on? There are two general approaches: 


1. By checking the balances of accounts against actual “facts” 
independently determined. Thus if a cash account shows the same cash 
as is determined by count. bank confirmation and reconcilation then it 
may be assumed that the account is correctly kept. Similarly, by com 
parison of perpetual inventory records independently kept with physical 
inventory results, not only the presence of the goods but also the relia 
bility of the accounts are determined. The controls work both ways. 
Other such checks are confirmation of receivables and payables, inven 
tories of fixed assets, and the inspection of the contents of safe-deposit 
vaults. 


2. The other approach is direct checking of the accounts. If suf- 
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ficient vouching of entries is made to assure the auditor of the reliability 
of the records then he assumes the balances are correct. This is the 
opposite approach to that above. For many accounts—primarily the 
nominal accounts, this is the only means of assurance other than the 
general tie-in through beginning and ending real balances and, in some 
cases, accounting for units of materials. 


But how much checking is enough? Here it is fashionable to say 
that “it depends” on the adequacy of the system of internal control. 
That begs the question, for how determine the adequacy of internal 
control except by the same means? Nevertheless it is usually neither 
feasible nor desirable, nor is it necessarily sufficient proof, to check all 
the entries. Accountants have long used testing and sampling methods 
to try to form conclusions as to the whole of the entries from an inspec- 
tion of part of them. In few fields of endeavor have these devices been so 
universally used as in the field of auditing. Yet we have paid surprisingly 
little attention to the theoretical-mathematical estimates of the adequacy 
of particular samples for particular purposes, worked out by the statis 
ticians. 


Another field in which testing procedures are applicable is in fac- 
tory quality control. In World War II the sheer volume of such inspec- 
tions to be made forced the rationalization of the techniques and it is 
from developments in this field that certain guiding principles have 
recently been carried over into auditing. 


Just what is the purpose of taking a sample? Is it in the hope that 
by some mysterious process. some gift of insight, we will be able to put 
the finger into a mass of items and magically pull out the wrong ones? 
I think not, though sometimes we act as though we thought we could do 
that. No; the purpose of taking a sample is to secure some manageable 
group of items, from the examination of which we may reasonably 
expect to form a reliable opinion as to the nature of all the items. In 
quality control the idea is to select a small group from which may be 
correctly assessed the proportion of rejects in the group as a whole. In 
auditing the purpose is the same: to select a small group from which 
a true picture of the whole may be taken. We want a group of items 
that is representative of all the items. From this group we determine 
whether the internal control is functioning and whether the accounts are 
reliable. We want to gain an understanding of the whole by study of it 
How select the part? 


There are various methods of drawing samples. One is to examine 
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certain selected accounts where the opportunities for error or fraud are 
deemed to be excessive. These will, of course, include “miscellaneous” 
and “suspense” accounts, major fixed assets, accounts receivable con- 
trols, and the reconciliation of bank accounts. No method is proposed 
which will take the place of exercise of judgment in such selections. 
But even here we won't check ail the entries in all cases. Nor does this 
help much with the appraisal of internal control in mass accounts, as 
with department-store receivables, or mail-order returns and allowances 
or large payrolls. We still must make a selection where we don’t know 
where to look to find what's wrong, where we don’t even know whether 
anything’s wrong, and where the purpose is simply to see how a system 
is functioning. 


Another method is to examine the entries of a period of time, as 
the checks for one or a few months, or the sales slips for a day, or a few 
hours a year, or to put in on a test a predetermined amount of time and 
check until the time’s up. If a fraud regularly recurs at least once in 
each month and we check all the entries of any particular month, and 
don’t overlook the one item in the particular month, then of course 
we'll stumble on to the fraud. 


Another method is by so-called “random” sampling. This is the 
technique to be emphasized. The term does not mean “with-your-eyes 
closed” or “catch-as-catch-can,” or without any method. “Random samp 
ling” is the scientific name for selection by methods which give each 
item an equal chance to be selected at each selection. A book on the 
applications to auditing problems appeared in 1950. It is Scientific 
Method for Auditing by Lawrence L. Vance (Berkley, University of 
California Press, 112 pages, $2.50). I believe it the most important writ 
ing in the field of auditing techniques in many years. The technique 
has now been rather widely tried out in practice; I have seen it in use on 


large public-accounting engagements and it really works 


WHAT IS SCIENTIFIC SAMPLING? 


To understand this very important addition to the tools of the audi 
tor it is necessary to reflect a little more on what we are trying to do 
and what we can reasonably hope to accomplish. In the first place, by 
way of emphasis, we are trying to secure a representative sample, a 
small group of items which present a faithful picture of the whole of 
such items. We want to know how many items must be in such a group 
We must recognize that we inevitably take some chances whenever we 


select a sample. We must decide what chances we are willing to take 
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Knowing what we are looking for: deviations from established proced- 
ures, and deciding what chances we will take, we can mathematically 
compute how large the sample must be, and we can make this determin- 
ation progressively as we proceed. This is called “sequential” sampling. 
The chances are expressed somewhat as follows: we will decide that, 
e.g., errors in no more than 1/10 of 1% of the items is a satisfactory 
showing, and that errors in more than 3% is unsatisfactory; and we 


will take, say, one chance in 20 of being wrong either way.* 


The next statistical theory which we must understand and accept— 
and this is important but also it jibes with experience—is that the ade- 
quacy of the sample depends in general not on the ratio of the sample to 
the whole (which statisticians call the “universe”,) but on the size of 
the sample itself. This we all know whether or not we have recognized 
it, as no one insists on proportionately as many items in a sample of a 
very large universe as in a small. Two per cent of 100 items is of course 
inadequate but two per cent of 1,000,000 might well be far more than 
enough. The logical, and mathematically proveable, deduction is that if 
any 200 items is an adequate sample for certain limits and probabilities, 
it is adequate for a universe of any size, and a lesser amount is inade- 
quate. This of course rests on the definition of limits in terms of ratios 
and on the mathematics of chance and probability. If errors exist in the 
ratio of three in every hundred items then the chances are very remote 
of being able to draw 200 items from that universe however large with 


out picking up any errors, provided the sample is truly random. 


The following table from Prof. L. L. Vance’s book, p. 91, shows the 
minimum number of items to be drawn at random from any universe, 
to safely arrive at a conclusion as to acceptance or rejection of the uni- 


verse on the limits and taking the chances he has indicated. 


*Vance suggests these limits and takes one chance in 20 on the “accepts” but one in 
10 on the rejects. The “chances” above are those used in practice by Mr. Car] 
Dechow, C.P.A., of Oakland, California. In practice the limits are not too important 
as most cases fall clearly on one side or the other. 
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TABLE 10 
ACTION POINTS FOR SEQUENTIAL TESTS* 
(When a = 0.005, b = 0.10 and pi and p2 Have the Values Shown) 


pi = 0.005, p2 = 0.05 





n yl (accept) | y2 (reject) n yl (accept) y2 (reject) 
2 2 2 2 
29 ; | 2 ] 39 2 
89 0 3 49 0 3 
100 0 | 3 89 0 
160 i 4 100 1 4 
171 1 4 140 1 4 
239 2 5 151 2 5 
243 2 5 | 194 2 5 
303 3 6 201 3 6 
314 3 6 241 3 6 
374 4 7 ‘|| 259 4 7 
385 4 7 292 4 7 
+46 5 8 303 5 s 
457 5 8 343 5 x 
517 6 9 353 6 9 
528 6 9 384 6 9 
588 7 10 4.4 7 10 
599 7 10 440) 7 10 
yi — —1.238880 + 0.014018x y1 = —0.958447 + 0.019716x 
y2-: 


1.590564 + 0.014018x y2= 1.230524 + 0.019716x 


*Explanation of symbols: “a” is the maximum risk of rejecting a population of p! 
when it is the fact; “b” is the maximum risk of accepting a population of p1 when 


p2 is the fact; pl the proportion of defective allowable in a definitely acceptable 
population; p2 = the proportion of defectives which cannot be tolerated in the pop 
ulation; “n” =the number in the sample; y1 the maximum number of defects 


which may appear in the sample with acceptance of the population as most likely p1; 
y2 = the number of defects in the sample which are necessary to indicate the popu 


lation as most likely p2 


Notes on use of the table: Where leaders appear in the y1 or y2 columns, no decision 
can be made (to accept, in the above table, since the sample is too smal] 

For sample sizes which fall between any two sizes noted above (column n), take the 
preceding number given in column y1, and in column y2 take the following entry 


Example: for samples of 250 (left-hand table) accept if 2 or less errors are found 
reject if 6 errors or more are found 
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Clearly this is not a substitute for judgment. It does not replace the 
examination of particular accounts where that seems called for, nor the 
examination of all entries for particular time periods if the logic of the 
situation indicates recurring misstatements or if such examination is 
called for for other purposes, as with the December checks in a bank 
reconciliation. Furthermore judgment must set the limits and determine 
how much chance to take. The norms are not yet established and further 
experimentation is called for. But anyone who will give the method a 
try in practice will be amazed at the picture afforded by a sample so 
taken. And since the indicated sample-sizes are surprisingly small, the 
time saving is obvious; and somewhat larger samples can be taken to 
reduce the chances to infinitesimal degree. In practice it is usually 
found that the time saving is used up in the more careful scrutiny 


afforded the items selected. The gain is in the improvement of the job. 


HOW TAKE A RANDOM SAMPLE? 


The essence of randomness is, as said above, in the matter of giving 
each item an equal chance to be drawn each drawing. If one were draw 
ing balls from a bowl to determine whether there were any red ones 
present in what is supposed to be all white balls, with the eyes closed 
except to look at each ball after it’s drawn, then randomness requires 
that the ball drawn be returned to the bowl after each drawing, the balls 
well scrambled, and the next drawing made with the eyes shut. In 
accounting this is usually not convenient but since most accounting items 
are serially numbered the problem is easily solved. Tables of “random 
aumbers,” pre-selected by card-shuffling techniques and mathematically 
tested, are available in statistical manuals and are admirably suited to 
our needs. One such table is reproduced in part below. In practice such 
tables can be photostated, plastic-sheathed, and carried around in a brief 
case. The items to be tested can be pre-selected in the office away from 
the job if the sequence of numbers in the universe is known. Selections 
of numbers can be made from the table in any order—left to right, up 
and down, backwards, crosswise, from-the-right, and so on. One table 
will serve almost any purpose, as the first two digits, the last two, etc., 


etc., can be used. 
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TABLE 23 TABLE OF RANDOM NUMBERS* 
(8,000 NUMBERS) 


First THOUSAND 


1-4 5-8 9-12 13-16 17-20 21-24 25-28 29-32 33-36 37-40 
1 2315 7548 5901 8372 5993 7624 9708 8695 2303 67 4% 
2 0554 5550 4310 5374 3508 90 61 18 37 410 9622 13 43 
5 1487 1603 5032 443 6223 5005 1003 2211 5438 08 34 
+ 3897 6749 5194 0517 5853 7880 5901 9432 4287 16 95 
> 97 31 2617 1899 7553 08 70 9425 1258 4154 8821 05 13 


8 9380 6204 7838 2680 #91 55 75 11 89 32 58 755 2571 
9 199 54 = =«6—Ol 3! 8108 4298 4187 6953 8296 6177 7380 95 27 
10 3676 87 26 33 37 9482 1569 4195 9686 704 27 48 38 80 
11 07 09 2523 9224 6271 2607 0655 8453 467 33 84 453 20 
12 43 31 0010 8144 8638 0307 5255 5161 4889 7429 46 47 
13 6157 0063 6006 17 36 3775 6314 89 51 23 35 0174 69 93 
1+ 31 35) «=—28 37 «=—99 10 «677 91 S89 41 31 57 9764 4862 5848 69 19 
15 5704 8865 227 7959 3682 9052 9565 4635 0653 22 54 
16 09 24 3442 «©0068 «=©7210 7137 3072 97 57 56 09 2982 76 50 
17 9795 5350 1840 8948 8329 5223 0825 2122 5326 15 87 
18 93 73 24595 7943 7819 88 8 56 67 1668 2695 99 64 4 69 
19 72 62 1112 200 9226 8264 3566 6594 3471 68 75 18 67 
0) 6102 07 4 184 37 12 07 94 «95 91 7378 6699 5361 93 78 
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*This is the first eighth of Table 23 from Tables for Statisticians by Herbert Arkin and Ray 
mond R. Colton (New York: Barnes & Noble, Inc., 1950, 75c). 


CONCLUSIONS: 


It is apparent that for the most part we are drawing samples that 
are far larger than necessary; that we are probably examining the items 
in the sample too carelessly; that we are usually drawing samples by 
improper methods; and that by taking advantage of the theoretical 
achievements in the field of sampling, of the science of statistics, we can 
in the field of auditing do better work at lower cost. It is matter of but- 
tressing our judgment with scientific rather than hit-and-miss methods. 


If the proper protection against fraud is in scientific procedures of 
internal control, and if the duty of the auditor is to determine if the pro- 
cedures are carried out; and if that is to be done by inspection of a 
sample of the whole, then what we want is a representative sample. 
The way to get such a sample is by scientific random methods and the 
size of the sample needed is scientifically determinable. 
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REPORTS BY INTERNAL AUDITOR ON 
PERSONNEL PERFORMANCE 


NE of the technical meetings held under the auspices of the Educa- 

tional Committee of the New York Chapter debated the question 
of whether the internal auditor should be asked, as part of his auditing 
responsibility, to report on personnel, either in the form of confidential 
reports or orally. 


Discussion developed two distinct schools of thought in respect to 
assigning this form of responsibility to an internal auditor. One group 
was quite emphatic in its position that the auditor should not, under 
any circumstances, pass on the qualifications of specific individuals ex- 
cept under very unusual circumstances. The other group was just as 
emphatic in its belief that the auditor should judge and evaluate the 
ability of those people whose work he comes in contact with. A showing 
of hands at the end of the evening indicated that the majority rested 
with the first group although there was a goodly representation in favor 
of the second. A casual glancing at the hands seemed to indicate a divi- 
sion of about 60 and 40 per cent. The writer personally was inclined 
to agree to some extent with both schools. His conclusion was that the 
answer depends on how a company is organized and that the solution 
rests with each company and its specific needs. 


It would appear as though the conclusion that the auditor should 
not be required to do this kind of work would prevail in those companies 
which have well-equipped personnel departments. These organizations 
can reach all of the individuals of the company and appraise each one 
on an intimate basis. This, undoubtedly, is true also in those instances 
where a company has a well-developed program of reporting on per- 
sonnel and evaluating individuals by scientifically prepared question- 
naires. This would enable the personnel units to rate each person in 
respect to such matters as: ability, performance, personal nature, cooper 
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ativeness, ability to mix, helpfulness and other characteristics of the 
kind. On the other hand, if the opposite is true and the company doesn’t 
have these activities on a broad scale, it would seem desirable to have the 
auditor, as part of his audit, study each individual at the time he is 
checking his work and issue separate confidential personnel reports to 
those directly interested. 


The arguments advanced by the first group in justification of its 
position were primarily as follows: 


e. 


to 


The auditor is an appraiser and evaluator of systems and pro- 
cedures; he is directly concerned with matters of internal con 
trol and not personnel. 


He is not qualified, has not been trained, and does not have any 
of the standards of evaluation of human beings which a trained 
individual possesses. This could result in serious errors in judg 
ment and do more harm thanegood. 


Present day concepts of internal auditing require the full coop 
eration of local personnel to achieve maximum usefulness. If it 
becomes known that the auditor is passing on the ability of 
individuals. he is quite apt to lose this cooperation, in which 
case his value to the company as an auditor may decrease 
materially. 


The other school, which seemed to advance the preponderance of 


arguments, reasoned along the following lines: 


Ss 


~ 


It may be very well to say that the auditor is directly interested 
in systems and procedures and internal control, but all of these 
things are merely inanimate descriptive matters. No system or 
procedure will operate unless human beings are there to make 
them work. It follows then that the auditor is directly concerned 
with human beings. 


While the auditor may not be trained professionally in apprais 
ing the potential of an individual, nevertheless he does know 
from checking the individual’s work whether he is outstandingly 
good or outstandingly poor. To that extent he certainly can pass 
accurate judgment. It is only in the area between the two 
extremes where technical training may be necessary 


The auditor checks comparable work in other organizations so 
that he is in a position to ascertain and evaluate how the work 
is being done on a comparable basis and from that point reach 
certain conclusions as to the ability of the individuals doing the 
work. 
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The auditor can tell from discussions with an individual 
whether he is the type of person who naturally maintains good 
relations with others, works well with them, is helpful and the 
like, or whether the opposite is true. 


Top management and even personnel units cannot get around 
to all locations as the auditors do. This is apt to create the im- 
pression in isolated units that they are in the nature of “for- 
gotten men” as far as the home office is concerned, that their 
sphere of opportunity is not as broad possibly as that of a com 
parable individual located in a larger organization or at head- 
quarters. The auditor is the connecting link, the means of com 
munication between that location and headquarters, and his 
reporting on personnel in confidential, objective, separate re 
ports should be of help to the deserving as well as to manage 


ment. 
2 


As part of his work. the auditor should survey the entire activity 
or the function that he is auditing from the personnel angle. He 
should be in a position to determine whether the job is properly 
manned, whether it is understaffed or overstaffed. Still more 
important than even that is the determination of whether there 
are available substitutes for each job, whether a proper train 
ing program has been set and is being carried out effectively 
It is to the interests of the company to see that employees get 
proper rotational training, not only from the point of view of 
developing people for more important positions, but to prevent 
disruption in the work in the event of unexpected losses of 
personnel. 


Finally. some of the staunchest advocates went even so far as to 
indciate that the internal auditor should not only pass on an in 
dividual’s ability in the office but that he should observe, as far 
as possible, his outside activities, his home life, his standard of 
living, civic interests, church interests, and any other fairly ob 
vious details associated with his private life. It was their conten 
tion that this type of knowledge added to the knowledge of an 
individual’s ability and performance in the office when com 


bined provide a solid basis for passing on a man’s potentiality. 


repeat briefly, it would appear that there is something to be 
both schools and that the conclusion and application depends 


on each company’s specific needs. 
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PREPARING FOR THE ANNUAL PHYSICAL INVENTORY 
OF MANUFACTURING MATERIALS 


By HARVEY E. BAILEY 
Audit Supervisor, Frigidaire Products of Canada Ltd. 


The physical inventory of a manufacturing company poses many 
problems each year. At the present time, when the inventories of many 
organizations are at an all time high, these problems are even more 
acute. 


Stock-taking is usually a major operation, requiring a plant shut 
down and the participation of several departments. The most feasible 
method of approaching the subject is to consider each department sep 
arately. 


RESPONSIBILITIES OF THE ACCOUNTS PAYABLE DEPARTMENT 


The prime responsibility of the accounts payable department is to 
ascertain that all materials received or in transit. and relative freight, 
duty and tax, have been recorded in the books of original entry and 
charged to the appropriate inventory accounts. 


Some organizations also assign to this department the responsibility 
for control of materials on consignment to suppliers for fabrication into 
component parts. In such instances, arrangements should be made with 
the suppliers to permit company representatives to take a physical 
inventory of those materials. 


RESPONSIBILITIES OF THE COST ACCOUNTING DEPARTMENT 


Often the cost accounting department is responsible for the design 
and ordering of inventory tags and obtaining ball-point pens to be used 
in the writing of the tags. In addition, if the inventory is such that con 
siderable weight-counting is required. rubber stamps to indicate on the 
inventory tag the method of counting should be made available 


All parts and material costs should be checked for costing errors 
and to ensure accurate inventory valuation 


RESPONSIBILITIES OF THE ENGINEERING DEPARTMENT 


The engineering department should have personnel available to 
assist in the identification of parts and materials, if necessary. This is 
particularly important if the inventory is known to contain obsolete 
materials with which the manufacturing department is not familiar. 
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RESPONSIBILITIES OF THE MANUFACTURING DEPARTMENT 


The factory manager should have adequate personnel available to 
perform the actual physical count including necessary supervision. 


Production should be so scheduled that the shut-down will involve 
a minimum of disruption. The last one or two days prior to inventory 
should see a gradual reduction in production in order that the necessary 
housecleaning time will be available to remove all scrap and refuse, to 
put everything in its proper place and to sort all items into like groups. 
Every effort should be made to bring each part of assembly to the most 
convenient stage of completion for inventory purposes. Production 
should not be expected to return to a normal level the first day following 
the inventory period. 


RESPONSIBILITIES OF THE RECEIVING DEPARTMENT 


A definite cut-off date should be established, after which time no 
materials should be received for inventory purposes. A_ so-called 
“Bonded Area” should be set up for the storage of materials received 
after the cut-off date. 


The number of the last Receiving Report issued for inventory 
materials should then be communicated to all interested parties. 


If part cars of material remain on the siding at the inventory date 
and receiving reports have not been completed, the receiving depart 
ment should prepare a complete list of materials still to be unloaded 
In the event receiving reports have been made out, the cars should be 
unloaded and inventoried in the regular manner. 


RESPONSIBILITIES OF THE PURCHASING DEPARTMENT 


This department should so schedule purchases that there will be a 
minimum of materials delivered to the plant immediately prior to and 
during the inventory count. 


If this department is responsible for materials on consignment to 
suppliers (rather than the accounts payable department) arrangements 


for counting such materials should be made. 


The purchasing department, with the cooperation of the traffic 
department, should expedite the return of any defective materials to 
suppliers in order to reduce the volume of items to be counted. 


RESPONSIBILITIES OF THE PRODUCTION CONTROL DEPARTMENT 


This department (in some organizations the materials control 
department) is usually responsible for the taking of the physical inven- 
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tory and enters more into pre-inventory preparations than any other 
department. 
These preparations should include: 
(1) The disposal of all salvage materials. 
(2) The preparation of a complete inventory organization chart 
allocating supervision and staff to specific inventory areas. 
Copies of this chart may be posted on bulletin boards through- 
out the plant prior to the inventory to ensure that all per 


sonnel are familiar with their reporting point when the count 
Starts. 


(3) The placing of identification tags on all parts and materials. 
The unit of measure should also be indicated to avoid conver 
sion from feet to pounds or number of sheets to square feet, 
etc., for costing purposes. 


(4) The holding of educational meetings for all inventory person- 
nel, involving informal talks and discussions regarding the 
counting of materials, the control and writing of inventory 
tags and other pertinent problems. Humorous skits showing 
the right and wrong methods of conducting a physical count 
may be found helpful in impressing personnel with their 
duties and responsibilities. 


(5) The obtaining of necessary counting scales for parts where 
hand counting is not feasible. 


RESPONSIBILITIES OF THE INVENTORY COMMITTEE 


This committee may be composed of senior members of the depart- 
ments concerned with the inventory. Meetings should be started at 
least three months prior to inventory date to allow sufficient time for 
discussion of all possible problems and make any necessary recom- 
mendations regarding major changes in procedure. These meetings 
should be convened at frequent intervals if all ground is to be covered 
sufficiently in advance of the inventory. Detailed minutes should be kept 
for reference during subsequent years. 

The public auditors should be notified of the inventory date in 
order that they may arrange to be present during the actual count if 
they so desire. 


Procedures followed during previous years should be closely scrut- 
inized for necessary amendments, discussed within the inventory com 
mittee and revisions made if required. Distribution and reading of the 
revised procedure should be as widespread as possible. 
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A time schedule with deadline dates for the completion of all phases 
of the preparations should be established. This schedule should be strictly 
adhered to. One responsible member should be delegated to see that last 
minute hitches are avoided. 


Maintenance Departments are prone to undertaking large painting 
programs during plant shut-downs. Requests should be made that no 
areas or equipment be painted which will interfere with taking the 
inventory. 

RESPONSIBILITIES OF THE INTERNAL AUDITING DEPARTMENT 

In addition to reviewing the written inventory procedure, this 

group should prepare to move around in the plant, scrutinizing the 


method of counting, checking for adherence to procedure and making 
test counts of their own. 





QUESTIONS AND ANSWERS 
Question: 
Special internal auditing courses are offered in many universities. 
Are men being employed directly from the universities or are they 
being employed from the public accounting field? 


Answer: 
Composite conclusion drawn from several answers: 


Key positions or those of greater responsibility are filled from with- 
in the organization or by individuals drawn from the public accounting 
field. Positions such as assistants or trainees are filled by men employed 
directly from universities. There must be a reservoir of experience as 
well as training before an internal auditor may be most helpful to man- 
agement. 

The source of employment is limited in many localities because 
most universities do not have special courses in internal auditing. It is 
suggested that students considering employment in internal auditing 
contact several firms within the desired localities, either personally or by 
letter, a year or even two years before graduation. This will enable 
them to determine the best sources of employment and in turn aid the 
student in planning his college preparatory work. 


Question: 
Most internal auditing manuals state that employee habits of living 


should be investigated. How is this accomplished and how effective is 
this work? 
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Answer: 


No. 1. “I have tried to find an internal auditing manual covering 
the subject but without success. 


“It is my feeling that an employee’s living habits are rather a per- 
sonal affair and that as long as they do not reflect on his job they require 
very little analysis by an internal auditing department. 


“There are few cofmpanies today that do not require a surety bond 
for anyone in a position of trust as well as the majority of positions 
(even hourly rated) where employees would or could be tempted, to go 
wrong. It is not too easy a matter to secure a surety bond and this investi- 
gation covers many phases of an employee’s habits of living which 


should be sufficient in most cases. 


No. 2. “The statement that most internal auditing manuals pro 
vide for the investigation of employee habits of living is subject to con- 
siderable question. Such a practice is not followed by any of the com 
panies with which I am acquainted. In order to operate effectively, the 
internal auditor should maintain good relations with the employees of 
the department under audit by acting openly and frankly—not in the 
manner of a detective. 


“There are occasions, of course, where the employee is ostensibly 
living beyond his means, based upon his salary or position in the com 
pany as compared with his type of home, automobile, club affiliations, 
or other living standards. This disparity between livelihood and living 
may be known openly and notoriously, or the internal auditor may learn 
of it casually. If the employee in question holds a position of trust with 
the company, the internal auditor should discreetly inquire into the 
source and means of unexplained income. If a satisfactory explanation 
is not obtained, he should extend his auditing procedures by means and 
to the extent necessary in the circumstances. In extreme cases where 
the internal auditor cannot satisfy himself by an examination of the 
accounts and transactions, it might be well to refer the case to a special 


ized agency for an explanation of the paradox. 


“In conclusion, I would say that the internal auditor as a matter 
of policy should not initiate formal inquiries into the living habits of 
employees. He should, however, be alert and watchful and give full 
consideration to all information brought to his attention which pertains 
to his subject matter and accordingly alter his program and procedures.” 
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CASE PROBLEM IN FRAUD 
PAYROLL CONTROL 
COLEBROOK MANUFACTURING COMPANY 


The Colebrook Manufacturing Company has 375 employees who 
are paid on an hourly basis in cash. While all payroll computations are 
carried out to exact amounts, actual payment to employees is, by agree- 
ment, made to the nearest five cents. The purpose is to avoid handling 
odd cents. In preparing the request for the master payroll check, the 
paymaster shows the difference between exact totals and amounts to be 
paid as “payroll fluctuations.” These differences are charged to general 
factory overhead. 


In initiating an internal audit program in the Colebrook Manufac- 
turing Company, you naturally make an audit of payroll operations. 
You prepare a schedule of “payroll fluctuations” during the preceding 
year and find that the amounts over exceed the amounts under by $800. 
You take possession of the pay envelopes at one pay period and find that 
total envelopes are $25 less than the amount drawn. The paymaster 
admits his defalcation. 

What were the failures in the original plan as far as internal check 
was concerned, and what do you recommend to correct it? (The man 
agement wishes to continue the plan of paying to the nearest five cents). 





INTERNAL AUDITING CHECK LIST (Cont'd.) 


11. Notes Receivable 
11.1 Ascertain whether the note record is adequate. Check to see 
whether the total is balanced monthly with the general ledger 
control account. 


11.2 Ascertain whether individual balances are confirmed inde- 
pendently. 


11.3 Make sure that the notes themselves are kept by someone 
who does not handle cash or accounts receivable. 


11.4 Make sure that notes are examined and verified periodically 
by some independent supervisor. 


11.5 Ascertain whether any existing collateral is kept in the cus- 
tody of someone other than the person handling the note 
record. Does the value of the collateral exceed the amount of 
the note. 





12. 


11. 


11. 


11. 
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6 Make sure that all partial payments are endorsed on the back 
of each note. 


.7 Determine whether the notice of due dates and collection 


efforts in respect to notes are made by someone other than the 
person handling the note record. 

8 Examine the procedure in connection with protested notes. 
Are such items charged back to open accounts receivable. 
If not, is a renewal note obtained. 

9 Examine the reserve for doubtful notes to determine whether 
it is adequate. 


11.10 Make sure that company policy in respect to recording 


accrued interest on notes due is reflected accurately on the 
books of record. 


11.11 Examine the procedure in respect to discounted notes. Make 


sure that periodical balance sheets reflect the contingent lia 
bility. 


11.12 Ascertain whether there is a proper segregation of notes 


receivable as between trade, officers and employees, subsidi 
ary or affiliated company, and the like. 


Investments 


12 


to 


_ 
~ 


.1 Determine whether all securities are kept in safe deposit 


boxes. Is a dual control maintained over access to such boxes 
2 Determine whether all securities are registered in the name 
of the company. 


3 Make sure that securities are counted and verified periodi 


ally by some independent agency. 

+ Examine the record of securities to see whether full particu 
lars are maintained, including certificate numbers. 

5 Determine whether any securities are pledged as collateral. 
and if so, whether the proper controls exist. Is there an occa 
sional independent confirmation. 


2.6 Make sure that company accrual policy is properly reflected 


on the books. 


2.7 Make sure that market values are reflected properly. 


2.8 Examine all supporting papers in connection with mortgages 


receivable to make sure that they have been recorded with 
proper authorities. Make sure that they are supported by fire 
insurance policies. title policies and recent property inspec 
tion reports. 
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12.9 Make sure that all investments have been approved by the 
proper authorities and that the by-laws of the company or its 
charter permits such investments. 





COMMENTS AND SOLUTION TO CASE PROBLEM 


The original plan had two basic deficiencies. One was the failure 
to coordinate actual payments to employees with the total payroll. except 
through the approximate amounts shown as “payroll fluctuations”. The 
other was the plan of currently “burying” the payroll fluctuations in 
general factory overhead. These differences should have been segregated 
in a separate account. It should be expected that amounts over would be 
approximately the same as amounts under during any appreciable per- 
iod of time and that the balance would be comparatively minor. If this 
were not the case, or if manipulation such as has been described took 
place, the fact would be evidenced through an increasing balance in the 
fluctuation account. 


The internal auditor’s recommendations are therefore: 


1. To show the exact amount paid on the employee's earnings 
statement and to prepare this statement so that it is a facsimile 
of the actual payroll entry. 


2. To segregate “payroll fluctuations” in a separate account. 


THIRD REPORT OF RESULTS OF 1950-51 


SURVEY OF INTERNAL AUDITING 
FOREWORD 


N the following pages are tabulated the results for the remainder 

of the industries of the Survey of Internal Auditing which was 

distributed to our members and to a selected group of companies not 
presently represented in Tue INstiruTEe. 

The tabulations cover surveys received from 22 companies in the 
retail and wholesale trades, 19 companies engaged in transportation and 
other services, 19 companies engaged in the manufacture of paper, rub- 
ber and textile products, and 24 companies representing miscellaneous 
businesses. In total, the 84 companies included in this report have 


607.055 employees and 727 internal auditors who cover 7,597 locations. 


Also included are the results of all industries and all companies 
participating in this survey. The total number of companies (274) par 
licipating in this survey have 3,579,300 employees and 3,507 internal 
auditors who cover 23,980 locations. This compilation of the answers 


received from 274 companies, representing 13 industries, brings to a 
conclusion the first phase of the committee’s project in regard to the 
1950-51 Survey of Internal Auditing. 


In examining the results and in comparing them with the questions 
of the original Survey, there are a number of factors that should be 
remembered. 

1. The question numbers that are shown in the results are those 

which were shown in the survey forms. Missing numbers rep 
resent questions that did not lend themselves to summarization. 


bo 


The results are a straight tabulation of reported information 

3. The results show only definite answers. Where questions were 
not applicable or were not answered, there is no entry in the 
final tabulated results. This will explain why the total number 
of answers in some cases is less than the total number of report 
ing companies. 

4. No tabulation or summary of salary information is given and 

this will not be published in the future. This information was 

submitted with the understanding that it was only for the con- 

fidential use of Tue INstiTuTE. 


—Committee on Internal Auditing 
Principles and Practices. 
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SURVEY OF INTERNAL AUDITING 
INDUSTRY INFORMATION 


RETAIL 


AND WHOLESALE TRADES 


Range of employees 


100 to 1501 to 
1500 2700 
Companies reporting (22) 3 5 
Total employees 1200 11000 
Separate accounting units 3 6 
Treasury and accounting employees 76 760 
Internal auditors 6 13 
Ratio of auditors to: 
Total employees 1 to 200 1 to 846 
Treasury and accounting employees 1 to 12 1 to 60 


Manufacturing plants — 1 


Distributing warehouses 2 16 
Sales offices and stores 1 102 
Other audit locations 1 - 

TRANSPORTATION AND 

100 to 

1000 
Companies reporting (19) 7 
Total employees 3490 
Separate accounting units 49 
Treasury and accounting employees 171 


Internal auditors 31 
Ratio of auditors to: 


Total employees 1 to 115 


Treasury and accounting employees iw § 
Manufacturing plants 1 
Distributing warehouses 1 
Sales offices 5 
Branches 52 
Other audit locations 4 

PAPER, RUBBER AND TEXTILE 
1000 to 
3500 

Companies reporting (19) 5 
Total employees 10600 
Separate accounting units 25 
Treasury and accounting employees 310 
Internal auditors 14 
Ratio of auditors to: 

Total employees 1 to 757 

Treasury and accounting employees 1 to 22 
Manufacturing plants 14 
Distributing warehouses 41 
Sales offices 25 
Branches 23 


Other audit locations 


2701 to 
5000 

5 

16300 

11 

885 

30 

1 to 543 

ito 29 

21 

345 

1 


SERVICES 


5001 to 
10000 


Range of employees 


1001 to 
3000 


6 
11200 


1 to 361 
1 to 33 


3001 to 
10000 
4 


29700 
29 


PRODUCTS 


Range of employees 


3501 to 
9500 


5 
29900 
39 


9501 to 
15000 


6 
71500 
104 
3015 
49 


1 to 1459 
1 to 61 
98 
313 
105 
22 
18 





over 


10000 


3 
5800( 


1 to 2000 


1 to 73 

12 

12 

670 

30 
over 
90000 

2 

92000 

3 

1200 

10 

to 9200 

1 to 120 

2 

0 

0 

32 
over 
15000 


2 
) 


173000 
394 
79 


1 to 2180 
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INDUSTRY INFORMATION—{Cont'd) 


MISCELLANEOUS 


Range of employees 


100 to 501 to 1901 to 3501 to 
600 1900 3500 8000 

*Companies reporting (24) 4 + 6 7 
Total employees 2592 6237 15736 37600 
Separate accounting units 17 25 37 90 
Treasury and accounting employees 123 360 881 
Internal auditors 15 25 20 183 
Ratio of auditors to: 

Total employees 1 to 172 1 to 244 l to 786 1 to 205 

Treasury and accounting employees 1 to . lto 14 1 to +4 
Manufacturing plants 6 11 20 +8 
Distributing warehouses 1 9 18 19 
Sales offices 2 26 22 0 
Branches 0 8 +1 53 
Other audit locations 17 } +2 302 





*No statistics available from three companies. 





22 19 19 24 274) 
Retail Trans Paper Total 
& portation Rubber All 
A. FUNCTIONS AND AUTHORITY W hole & Textile Indus 
, ee P . : ale Services Products Misc tries 
1(a) Activities or major functions audited 
Accounting 22 19 19 24 256 
Treasury 22 17 18 14 225 
Purchasing 17 9 12 7 139 
Sales 17 7 8 7 12 
All Departments (Banks) 18 
Operations 10 10 
i(c) Is the internal auditor authorized to Ye 15 15 15 16 11 
examine all records, correspondence No 6 ' 1 6 59 
or other data and to enter any offices 
or property of the company? 
2(a) Responsibility of the internal audit 
department for performing 
Monthly bank reconcilations Solely responsible 6 11 ) 11 130 
Not I ble 1 ; { 24 
Fest or observation 15 8 12 12 129 
Physical inventories Solely responsibl } 6 i 0 10 
Not respons ble I 0 } l 18 
Test or observation 18 13 15 21 205 
Verification of notes and Solely responsibl t 5 3 ; 73 
accounts receivable Not responsible 4 1 { { 38 
T's or ¢ S vation 14 13 12 i8 160 
Security count Solely responsibl ' 1 2 2 61 
Not responsible 7 5 5 + 66 
Test or observation 10 9 12 17 30 
Fixed asset inventories Solely responsible 5 5 0 1 39 
Not responsible 5 + | } 5? 


Test or observation 11 10 16 15 174 





or 
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INDUSTRY INFORMATION—{Cont'd) 


Audit of invoices before 
payment 


3(a) Does the internal auditor review or 


criticize: 
Contractual proposals prior to exe 
cution— 


Through special assignment 
report memo 


Through pre-release review 


Policies— 
Through formal post-audits 


Through special assignment 
report memo 


Through pre-release review 


Procedures— 
Through formal post-audits 


Through special assignment 
report memo 


Through pre-release review 


Restricted for (a) above to the Ac- 
counting and Treasury Departments 


Where a separate systems and pro 
cedures organization exists, does the 
internal auditor examine, comment 
upon and approve all newly devel- 
oped or revised systems prior to 
adoption? 


Where no separate systems and pro- 
cedures organization exists, is the in- 
ternal auditor primarily responsible 
for developing and installing new ac- 
counting and related systems and pro- 
cedures? 


Responsible for developing 


Responsible for installing 


Solely responsible 
Not responsible 
Test or observation 


9 


Retail 
« 
Whole 


sale 


+ 
6 
9 


ne 


19) 
Paper 
Rubber 
Textile 
Services Products 


3 
8 
8 


™s 





(274) 
Total 
All 
Indus- 
tries 





~~ 


a 


—- 


— 


wo 
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INDUSTRY INFORMATION—{Cont'd) 


6 Is the internal auditing department 
responsible for auditing: 


Budgets and forecasts 
Federal income tax returns 
Other tax returns 
Insurance 

Construction contracts 
Contracts with suppliers 
Government contracts 


Other major contracts 


7 Is the internal auditor required or in 
vited to report on personnel as to the 
adequacy of performance of their as 
signed jobs? 
Required on— 
Accounting and treasury 


Other 


Invited on— 
Accounting and treasury 


Other 


8 If a fraud or any other dishonest act 
is uncovered by anyone, what part 
does the internal auditor play? 


ORGANIZATION 

13 In deciding upon the number of aud- 
iting employees required, do you re- 
late the number of auditors to total 
personnel? 

Indicate the company policy for sel- 
ecting internal auditors. 


From company personnel 


22 19 19 24 (274) 

Retail Trans- Paper Total 

& portation Rubber All 
W hole & Textile Indus- 

sale Services Products Misc tries 

Yes > ) ) 6 61 
No 18 i2Z 13 13 176 
Yes | + ) 7 66 
0 0 12 15 10 172 
Yes 11 9 9 12 115 
No 10 9 10 7 136 
Yes 17 12 12 18 168 
No + + 6 6 90 
Yes 11 9 13 12 151 
No 6 6 6 g 73 
Yes 10 11 15 12 154 
No 8 7 + 10 86 
Ves 2 10 12 7 102 
No 6 6 6 ) 80 
Yes 9 10 15 12 135 
No 8 6 5 s 89 
Yes 5 9 ? 75 
No 8 + 6 9 78 
Yes 6 0 2 2 42 
No 8 & 8 10 91 
Yes 11 8 13 15 161 
No + 1 3 4 33 
Yes 9 12 11 13 141 
No 6 1 ) 6 59 


All companies reported that they investigated 
the nature and the extent of the fraud and made 
recommendations for possible improvements of 
internal control as a deterrent to future fraud 


Yes 0 0 0 0 4 
No 19 18 17 22 255 
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INDUSTRY INFORMATION—{Cont'd) 


From various colleges or trainees 
From field of public accounting 


From those having outside 
corporate accounting experience 


17 Is there a general company policy— 
To interchange personnel between 
the internal audit department and 
other departments? 


To interchange personnel between 
departments? 


As to a fixed or limited term of 
duty for internal auditors? 


18(b) What specialized accounting back 
ground applies to the selection of in 
ternal auditors? 


19 In addition to general company in 
doctrination, do you have a special- 
ized formal training program for 
members of the internal auditing 


staff? 
School 


Selected tour of duty 


Others reported— 
Staff Meetings 
On the job training 
Rotation of assignments to 
various types of audits 
Outside reading 
Apprenticeship 


20 Is the internal auditing department 
recognized and used as a training 
ground for managerial or supervisory 
positions? 


21(a) What are the title and principal re- 
sponsibilities of the individual to 
whom the chief internal auditor re- 
ports? 

Controller 

Various other financial officers 
Asst. Controller 

Board of Directors 


C. RELATIONSHIPS WITH OUTSIDE 
ACCOUNTANTS 


22(a) Does your company’s public account- 
ing firm take an active role in devel- 
oping the internal audit program? 


22) (19) (19) (24) (274) 
Retail Trans Paper Total 
& portation Rubber All 
W hole & Textile Indus 
sale Services Products Misc. tries 
3 + 7 6 65 
3 5 5 3 59 
2 2 2 0 27 
Yes 10 7 7 12 117 
No 11 12 10 12 148 
Yes il 8 9 il 115 
No 10 10 i) 12 142 
Yes 0 1 2 0 11 
No 17 14 13 19 219 


The majority of companies reporting indicated 
that their auditors were selected because of (1) 
either their corporate accounting experience or 
(2) their previous public accounting experience 


Yes 0 2 1 0 12 
No 19 15 13 23 237 
Yes 9 6 1 3 82 
No 9 9 13 17 153 
Yes 18 11 12 10 164 
No + 7 5 1 89 
13 6 10 12 113 

6 13 9 10 125 

3 0 0 0 16 

0 0 0 0 16 

Yes 9 8 8 6 83 
No 12 10 11 15 179 
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INDUSTRY INFORMATION—{Cont'd) 


23(a) Is a joint audit program worked out 


24(a) 


to 
wr 


26 


with the public accountant? 


If your company has a number of 
subsidiaries, branches, or divisions, is 
the audit of these divided between the 
internal auditor and the public ac- 
countant on a rotating or other basis? 


Does your company’s public account- 
ant examine the internal audit reports 
and working papers as a part of his 
routine examination? 


To what extent is your internal audit 
staff concerned with the following in 
connection with the public account 
ant’s annual examination? 


Cash counts 
Participation 
Test and observation 


None 


Notes and accounts receivable con 
firmation— 

Participation 

Test and observation 

None 


Physical inventories 
Participation 
Test and observation 
None 
Security count and confirmation— 
Participation 
Test and observation 
None 
Preparation of work sheets and col- 
lection of supporting data 
Participation 
Test and observation 
None 


Does the public accountant use in- 
ternal audit staff members to work 
directly under his supervision? 

Regularly 

Occasionally 

Not at all 


Does the internal auditor ever borrow 
men from the public accountant to 
assist in inventories, special investi- 
gations, etc.? 

Regularly 

Occasionally 


Not at all 


Yes 
No 
Yes 
No 


Yes 
No 


(22 
Retail 
& 

W hole 


sale 


11 

10 
4 

11 


1950-51 Survey 


(19) (19 
Trans Paper 
portation Rubber 
& Textile 
Services Product 

12 8 

6 11 

2 5 

10 14 

15 16 

3 2 

9 7 

9 3 

5 st 

12 7 

0 2 

" rs 

11 8 

ry t 

2 6 

6 $ 

2 . 

8 11 

6 ~ 

} Qg 

= - 

0 1 

+ 5 

14 | 

0 0 

+ 2 

14 17 


85 

(24 274 
Total 

All 

Indus 

Mise tries 
7 133 
13 127 
l 51 
15 154 
16 215 
) 4) 
6 00 
5 37 
10 103 
} lil 
6 7 
0 Q? 
g 10 
7 61 
6 67 
OHH 

5 5 
10 5 
| 105 

1 3 
q 106 
0 3 
8 85 
13 171 
{) 4 
3 +8 


18 210 
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’ 
INDUSTRY INFORMATION—{Cont d) (22) { 19) 19) (24) (274) 
Retail Trans Paper Total 
«& portation Rubber All 
D. AUDITING METHODS AND W hole & Textile Indus 
REPORTING sale Services Products Misc tries 

29(a) Where you have more than one phys- Yes 14 i1 16 14 174 
ical location, is it the practice to No 2 + 5 2 53 
audit each location once a year? 

29(c) Is it the practice to audit all loca Yes 15 13 17 18 214 
tions? No 2 + 2 2 30 

30(a) Where there is only one location or Yes 8 ~ + 10 96 
where there are auditors resident at No 5 2 2 2 3 
locations, is it the practice to audit 
all subjects cach year? 

31 Is your attention as an internal audi- Yes 19 i8 18 22 253 
tor focused mainly on the mainten- No 5 1 0 0 10 
ance of a strong internal control sys 
tem which will prevent or disclose its 
own errors? 

32(a) Have your auditors been provided Yes 14 9 10 13 150 
with a manual? No 8 y 8 11 113 

32(b) If so, does the manual confine itself: 

(1) To basic principles only? Yes i 3 ; 5 +4 
(2) Does it describe in detailed Yes 8 2 6 5 56 
steps the examination to be 
made by the auditors with re 
lation to each subject through 
a questionnaire? 
(3) Or, a combination of (1) and Yes 7 6 7 8 93 
(2)? 

33(a) At the conclusion of an audit exam Yes 18 13 19 17 242 
ination, do your auditors meet with No t t 0 t 25 
the representatives of the audited or- 
ganization to discuss the findings be- 
fore issuing the report? 

33(b) If so, is it your practice to include in Yes 18 11 17 17 230 
the report the expressed reactions of No 3 0 2 0 I 
the audited organization and some 
indication of the corrective action 
they intend to initiate? 

34 After the release of an audit report. 
is the responsibility for reporting fol 
low-up action placed upon— 

(a) The auditing organization 10 10 6 13 125 
(b) The audited organization 13 9 8 12 134 

36(a) If all reports are not regularly routed Yes 9 8 7 9 83 
to president, vice-president, or similar No 7 + 7 5 79 
executives, are periodic summaries of 
significant audit findings prepared for 
these executives? 

37 Is there any attempt made to ap- 
praise the quality of work audited in 
total as to: 

(a) Its relative excellence from Yes 16 12 13 14 192 
one period to another? No 6 5 5 8 70 
(b) Between locations and divi- Yes 10 10 8 6 


123 
sions? No 10 + 10 14 132 





+) 


LS 


0 
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INDUSTRY INFORMATION—{Cont'd) 


38 (a) 


38(b) 


38(c) 


40(a) 


40(c) 


41 


+2(a 


42(b) 


43 


+4+(a) 


Is it your practice when preparing a 
schedule of auditing activity to adjust 
the amount of auditing time to be 
utilized so as to take into account 
results of previous audits on the same 
subject or location? 


If answer to 38(a) is “yes”, who de- 
termines the adjustment to be made 
in auditing time? 


If an adjustment is made in the plan- 
ned auditing time, does it involve 
mainly: 


(1) Review of procedures and a re- 
duction in size of test sample? 
(2 


< 


Limitation of audit to a review 

of procedures rather than the 

detailed examination of ac- 

counting media? 

Do you in preparing your audit 

schedules, allot time to various sub 

jects? 

Do you break down the time accord- 

ing to the various component parts 
1s 

of thé work? 

Do your auditors report their detailed 

time on each audit? 


Do you have regular staff meetings 
for your internal auditors? 
Regularly 
Occasionally 
Not at all 
Are working papers standardized as 
to form? 


Are working papers reviewed by sup 
ervision before the writing of a re 
port? 
Do you have both full descriptive re 
ports and condensed summarization 
reports to fulfill the requirements of 
the various persons to whom reports 
are sent? 
Do your audit reports include any 
reference to the audit program or the 
tests and procedures carried out? 
Are these generally or relatively de 
tailed descriptions? 

General 

Detailed 
Do your audit reports include lists 
of errors discovered and suggestions 
put into effect? 

In general 

In detail 

No 
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All companies reported that adjustment 
determined by the chief auditor 
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INDUSTRY INFORMATION—{Cont'd) 


46 


Where significant discoveries are 
made during an audit (fraud, unauth 
orized system changes, etc.) is an in- 
terim special report made prior to 
submission of formal report in order 
to clarify procedure and obtain in 
structions? 

Yes 

No 


Situations have not occurred 


Does the internal auditing depart- 
ment keep cumulative files on the 
units audited with the objective of 
having well-balanced information as 
to: 


Complete financial history? 
System of records in use? 
Internal check and control features? 


Year to year programs and support 
ing papers? 

Planned rotation of employees or 
intensiveness of audits from year 
to year? 

Chart of organization and account 
ing personnel? 


») 
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ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 
BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Subject: The Accountant's Control Function Is a Part of Management 


By: W. J. VATTER, Professor of Accounting, University of Chicago 


2 


)3 


Published in The Journal of Accountancy, June 1952 


In this article, the author describes the managerial function of 
accounting: the aspect of accounting dealing with problems of man 
agement as contrasted with the audit function. Too often the mana 
gerial side of accounting is overlooked, and the author reminds the 
reader that accounting is still primarily a device to provide in 
formation for management to use in making the decisions and in 
carrying on the operations within the firm itself. The author con 
siders it an important control function and an indispensable part of 
management 


Mr. Vatter cites as evidence of the growth in importance of mana 
gerial accounting the rise in accounting costs expended to collect 
information and to conduct activities unrelated to financial report 
ing. Further evidence can also be seen in the present day concept of 
the controllership function. The role of the controller gives perhaps 
the best expression of the control function of accounting 


Continuing, the author enumerates and describes the four attributes 
of controllership. These are as follows: emphasis upon quantitative 
data lending objectivity in reports and analyses; emphasis upon the 
effect of day to day events in terms of consequences; the concept 
of internal control as a means of policing the programs and policies 
of management; and, lastly, an analytical and interpretive expres 
sion of accounting information in terms of the environment. These 
attributes are not functions in themselves but they define, the author 
points out, the scope of the controller’s activities and they determine 
largely his services to management. 


Next, the author gives examples of how the managerial viewpoint of 
accounting works in practice. His first illustration deals with account 
classification; the basis of which should be the “using” activity and 
the account classification should follow the organization chart. His 
second example illustrates the projective feature of managerial 
accouni ng and the uses to which accounting information is put in a 
complete budgeting process. He draws his third example from the 
full exploitation of cost data, the detailed analysis of elements of 
costs and the separation of costs according to whether they are fixed, 
variable or seasonal. 


Lastly, the author sums up his concept of managerial accounting 
he describes its characteristics; its control aspect; and wherein it dif 
fers from financial reporting and the audit function. While the im 
portance of the audit function has been recognized, the author feels 
that the managerial function of accounting is also gaining in import 
ance in its furtherance of service to management 
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How to Lose Clients: Use Confirmation Techniques That Make 
Client's Customer Mad at Him 


J. M. FOSS, CPA, Assistant to Controller, Richfield Oil Corp. 
Published in The Journal of Accountancy, July 1952 


In this short article the author, who is responsible for the handling 
of hundreds of confirmation requests sent to his company, criticizes 
inept requests and, at the same time, he offers constructive advice 
to public accountants and to internal auditors whose job it is to 
design the request. He describes the accounting set-up in his own 
company: how the receivables and payables are handled; and the 
extra work they are called upon to do when confirmations of bal 
ances are requested. 


His first gripe concerns the return envelope which has no address on 
it, or which is not big enough to hold the request form. The next 
criticism is levelled at the request form which asks for an indication 
of differences with no space to show the details. His principal gripe 
though is against the form which does not show any details or even 
the amount of the balance to be verified. 


In conclusion, the author reminds the auditors that they are calling 
upon people to do something for nothing, and that the least they 
can do is to make the job as simple and as easy for them as is pos- 
sible. 


Inflation and Accounting 


THOMAS H. SANDERS, Professor of Accounting at the Harvard 


Business School 
Published in the Harvard Business Review, May-June 1952 


The recent highly-publicized steel industry case wherein union rep 
resentatives questioned a steel company’s profit figures raises once 
more the issue: should accounting principles and procedures be 
modified in order to reflect increasing price levels and, in this in 
stance, the rising costs of plant replacement? The union’s claim that 
the company can pay higher wages out of profits and still be left 
with a fair return on its investment brings into focus the whole 
problem of income determination and statement as evidenced during 
the proceedings by differences in accounting interpretation. The 
most controversial aspect of the problem remains, of course, account- 
ing for depreciation. 

In this interesting article, Mr. Sanders, who prepared a statement 
for the Wage Stabilization Board on behalf of The Youngstown 
Sheet and Tube Company in connection with the steel wage contro 
versy, discusses the issues at stake arising out of the depreciation 
argument. He presents the various views held by the groups con- 
cerned and he gives his own ideas on the subject. 


The author discusses first the traditional view of the accountants 
that depreciation should be based on cost. He cites the reasons for 
this accounting procedure, presenting also the current thinking of 
accountants concerning the effect of increased price levels on income 
reporting. He points up the fact that as long as price levels remain 
the same the traditional view of basing depreciation on cost is 
sound; but. when price levels increase, depreciation reserves based 
on cost are inadequate to meet the costs of replacement. 

Mr. Sanders gives consideration to the arguments presented by the 
critics, mainly economists, of current accounting practices concern 
ing income determination and the proposals put forth to remedy the 
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situation. He discusses the findings and the recommendations of 
special groups who have engaged in studies of the problem of busi 
ness income. 


Next, the author deals with the impact of the problem of income 
determination on industry. He considers the effects of rising prices 
on plant costs; he stresses the economic needs of industry to provide 
for costs of replacement and maintenance of plant facilities; and he 
weighs the various sources open to a business to meet new costs 
whether out of revenues, out of net earnings, or out of new capital 


Lastly, tne author considers the factors of social justice and publi 
responsibility as wider ramifications of the problem. He stresses 
the effects of certain courses of action in solving the depreciation 
problem upon different groups in society, all of which tend to 
magnify the problem. 


In this article, Mr. Sanders discusses the problem of the recognition 
of price level changes on financial statements, stressing accounting 
principles involved. He presents the arguments of both sides: those 
who favor the traditional view and those who clamor for more real 
istic accounting. Lastly, he gives consideration to some of the wider 
implications of the accounting problem as they appear to different 
groups in society 


Subject: Three Cases Where Scientific Sampling Halved Clerical Time 


By: C. D. Smith, Ph.D., Associate Professor of Statistics, University of 
Alabama 


Published in The Journal of Accountancy, July 1952 
The author discusses here some uses to which scientific sampling 
methods have been put in test checking. He outlines three different 
sampling techniques and he discusses three actual cases illustrating 
the application of statistical techniques in auditing 


At the outset, the author outlines the three methods of scientific 
sampling: the simple random sample, the spot sample, and lastly, 
sequential analysis. He explains in detail sequential analysis, which 
makes use of a mathematical formula 

The case histories. taken from the audit of a municipality, illustrate 
how each of the three sampling methods was applied in test check 
ing .The time required for the statistical techniques was noted, as 
was the time saved when compared with conventional methods of 
test checking. 


Subject: Management Needs Facts — And Vice-Versa 


By: Stanley F. Banas, Director of Costs and Budgets, Wamsutta Mills, 
New Bedford, Mass. 


Published in the N.A.C.A. Bulletin, Section | ne 1952 


In this article the author pleads for greater attention to the collec 
tion and presentation of facts in business today. This is of utmost 
necessity if executives are to carry out their jobs in rendering man 
agerial decisions. Management needs the facts presented effectively 
At the outset, the author gives the foundation of a well constructed 
organization plan; this would comprise the following 

1. A Manufacturing Branch 

2. A Research and Development Unit 

3 


Production Control 
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4. Sales 
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5. Industrial Relations 
6. Financial Operations 


To weld these units together 
workable 


ment 


Next, 


in a 


calls for facts accessible 


form. 





to manage 


the author considers each of the above department's area of 


activities in relation to its need for and use of facts. For example, 
he cites what may appear to be diverse activities of the controller’s 
department. 
office are analyzed, compared and used to project the future. Like 
wise, the cost accounting department prepares factual data used in 
budgeting. Management is then provided with the necessary reports 
and statistics upon which decisions of future courses of action are 


based. 


The facts gathered and accumulated in the 


accounting 


In this era of large organizations with its attendant administrative 
planning and control the need for facts is greater than ever before; 


and, 


areas of business activity 


in this timely article, the author has singled out, 
the facts needed for good management. 


in specific 


A Cost Reduction Department — When and How 


F. W. WAGNER, JR., Planning Manager, Tube Turns Inc., 
Louisville, Ky. 


Published in the N.A.C.A. Bulletin, Section 


|, July 


1952 


In this article, there are presented ways and means to effect com- 
pany wide cost reduction: more important though is the description 
of the author’s approach to such a program and the setting up of a 
separate department whose sole objective is to achieve results. Cost 
reductions are made day in and day out because plant conditions 
change, the benefits of cost reduction are numerous and effect many 


people; 


cost reduction department 


it is logical then, the author contends, to set up a separate 


At the outset the author enumerates and describes the four conditions 
exist within a plant for a systematic cost reduction 


which 
program. 


1. A 


must 


real desire 


in the top authority at the plant to operate 


as efficiently as possible, whether that authority be the presi- 
dent or the vice-president in charge of production or a works 
manager. 


2. Accurate 
labor. 


on material. direct 
presented in simple, 


cost reports 


and burden. 


language. 


labor, 
understandable 


indirect 


3. Accurate accounting reports of how the plant money is 
spent by departments. by item of expense. 


+. Standards 
be met when condition is completely 


attainable ones, 
favorable 


not the kind which can only 


In his description of each of the above, the author stresses the im- 
portance of each prerequisite and how each contributes to cost reduc- 
tion activities 


Next in importance for the successful operation of the cost reduction 
program, the author contends, is selecting the right person to head 
the department. Some of the qualifications for the job are as follows: 
he should be 
company’s general acc ounting and cost accounting system; he should 
uses and limitations of the machines in the plant; and, 


the 
should 


know 
he 


be 





an engine er; 


able to talk the language of the shop. 


; he should have a good background in the 
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Continuing, the author describes the function of the cost reduction 
department and how it operates. He points up the fact that a cost 
reduction department does not reduce costs; it helps others by an 
alyzing data and offering suggestions to reduce expenditures, and 
to correct bad spots. It is done through the preparation of monthly 
reports and the author describes several types of reports relating to 
costing, which are useful in locating inefficiencies and in controlling 
major expenditures. 

The author has outlined the essentials of cost reduction work; he 
has described the tools which are necessary and the conditions which 
must exist for an effective program. Lastly, he has outlined how the 
cost reduction department functions in his own company 


Subject: First Year in Accounting, Fourth Edition, 1952 


By: DAVID HIMMELBLAU, Professor and Chairman of Department of 
Accounting, Northwestern University 


Published by The Ronald Press Company, New York, N. Y. 


A two-volume text book dealing with the application of the funda 
mentals and principles of accounting to business. Volume I, Funda 
mentals, covers the accounting cycle as evidenced when applied to 
a small business. Volume II, Principles, covers the accounting prob 
lems peculiar to a large business. the corporation, and the manu 
facturing type of business. 
Questions and problems as well as diagrams and charts supplement 
the text material. Practice set blanks and a teacher’s manual are 
available for each volume 
Price of each volume $3.50 
Volume I—Practice set blanks $1.75 
Volume II—Practice set blanks $2.00 


Subject: Controllership — The Work of The Accounting Executive 


By: J. BROOKS HECKERT, CPA, Professor of Accounting, Ohio State 
University; and, 


JAMES D. WILLSON, CPA, Controller, Plaskon Division, 

Libby-Owens-Ford Glass Co. 

Published by The Ronald Pre mpany, New York, N 
A comprehensive treatment of the duties. responsibilities and oppor 
tunities of controllership as a distinct business function is presented 


The role of the controller in his service to management is empha 
sized. 


The scope of the text can be better gleaned from the following 
aspects »: the subject-matter: 


Par‘ 1 The Function of Controllership 
Part II Accounting Control of Operations 
Part III — Accounting Reports 
Part IV Administration of Controller’s Department 
Part V Other Problems of Controllership 
Numerous illustrations taken from various industries are used to 


supplement the text material 
645 Pages—Price $7.50) 
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Accounting Procedure For Standard Costs 


CECIL GILLESPIE, CPA, Professor of Accounting, Northwestern 
University 


Published by The Ronald Press, New York, N.Y. 


This is a revised edition of a text book dealing with the principles 
of the three distinct fundamental methods of operating aes 
costs and their application to actual situations. Procedures and re- 
ports are used to illustrate the principles discussed. New material 
based on first-hand observations of cost system installations is also 
included. 

(472 Pages—Price $7.50) 


Case Problems in Internal Auditing and Control 
Prepared by The Institute of Internal Auditors 
Published by Prentice Hall, New York, N. Y. 


This volume prepared by Tue Instirute or INTERNAL AupIToRS 
comprises some 50 cases in internal auditing which were drawn 
from the actual experiences of men engaged in internal auditing. 
The problems are based on actual business conditions and they are 
arranged to correspond to business functions, or activities. Through- 
out the presentation the internal audit function is emphasized as is 
the internal control element of organization structure. 


The book is mainly designed for classroom use in advanced account 
ing, internal auditing and controllership courses; it can also be used 
as supplementary material for audit staff training programs. 


100 Pages—Price $1.65) 














Publications of The Institute of Internal Auditors 


Internal Auditing in Industry 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


This volume—<developed under the direction of the Research Committee of 
The Institute of Internal Auditors—is dev >ted to the specialized techniques and 
problems of internal control and internal auditing in eighteen diversified indus- 
tries.. Those which have been selected represent a broad cross-section of modern 
business—from mining to motion pictur |, from petroleum refining to public 


utilities. Price $5.00 


Internal Auditing: Management Acceptance—Bibliography 


ADDRESSES PRESENTED AT THE TENTH ANNUAL CONFERENCE 
OF THE INSTITUTE 


This volume comprises two sections: Part |, Internal Auditing — Management 
Acceptance, contains the papers presented at the technical sessions of The 
Institute's Tenth Annual Conference and at the luncheon meetings: Part ILA 
Bibliography of Internal Auditing, the listings of internal auditing literature 
show all material by subject and by author. 








225 pages—Price $3.50 
76 pages—Bibliography Only—Price $1.50 





Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
This volume comprises six parts: |. Internal Auditing Techniques, !!. Internal 
Auditing and Management, ili. Internal Auditing and Public Accounting, IV. 
internal Auditing ae the Securities and Exchan > Casantaten. V. Internal Audit- 
ing and Wartime Problems, and VI. Internal Auditing and the Future. 
Price $2.50 





Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems and professional goals of the 
future. Subjects’ covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, Industrie! and Public Relations 
Phases of Internal Auditing, etc. Price $1.00 





Transfer Binders 
FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal Auditor. 
Price $2.50 


Order any of above publications from your favorite bookseller or directly from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 








Other Publications on Internal Auditing 
INTERNAL AUDITING—by Victor Z. Brink 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street—Stamford, Conn. 
BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES 
by JOHN B. THURSTON 

International Textbook Company—Scranton, Pa. 

INDUSTRIAL INTERNAL AUDITING 
by W. A. WALKER and W. R. DAVIES 
McGrow-Hill Book Company—New York, N. Y. 


$5.00 


$5.00 























